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Common Stock 


Of the 1,270,000 shares of Common Stock, $.01 par value, being offered, 650,000 shares are being 
sold by the Company and 620,000 shares are being sold by the Selling Stockholders. See “Principal and 
Selling Stockholders.” The Company will not receive any part of the proceeds from the sale of securities 
by the Selling Stockholders. On August 1, 1989, the closing sale price of the Common Stock on the 
NASDAQ National Market System was $15.25. See “Price Range of Common Stock.” The Common 
Stock is traded under the NASDAQ symbol “NETG.” 


See “Risk Factors” for information that should be considered by prospective investors. 


THESE SECURITIES HAVE NOT BEEN APPROVED OR DISAPPROVED BY THE 
SECURITIES AND EXCHANGE COMMISSION NOR HAS THE COMMISSION 
PASSED UPON THE ACCURACY OR ADEQUACY OF THIS PROSPECTUS. ANY 
REPRESENTATION TO THE CONTRARY IS A CRIMINAL OFFENSE. 


Price to Discounts and Proceeds to 

Public Commissions (1) Company (2) 
Per Share...........ccceceeeeeee $15.25 $0.88 $14.37 
Total (3) scssemonnancusewemsess $19,367,500 $1,117,600 $9,340,500 


(1) See “Underwriting” for indemnification arrangements with the several Underwriters. 
















Proceeds to Selling 
Stockholders 













$8,909,400 





(2) Before deducting expenses payable by the Company estimated at $230,000. 


(3) The Company has granted to the Underwriters an option to purchase up to 190,500 shares of 
Common Stock solely to cover over-allotments. To the extent that such option is exercised, the 
Underwriters will offer such additional shares at the Price to Public shown above. If such option is 
exercised in full, the total Price to Public, Underwriting Discounts and Commissions and Proceeds 
to Company would be increased to $22,272,625, $1,285,240 and $12,077,985, respectively. See 
“Underwriting.” 


The shares of Common Stock are offered by the several Underwriters named herein, subject to 
prior sale, when, as and if delivered to and accepted by them, and subject to the right of the Underwri- 
ters to reject any order in whole or in part. It is expected that delivery of the shares will be made at the 
offices of Alex. Brown & Sons Incorporated, Baltimore, Maryland, on or about August 9, 1989. 


Alex. Brown & Sons Hambrecht & Quist 


Incorporated Incorporated 


The date of this Prospectus is August 2, 1989 


No dealer, salesman or other person has been authorized to give any information or to make any 
representation other than those contained in this Prospectus, and if given or made, such information or 
representation must not be relied upon as having been authorized by the Company, any Selling Stockholder 
or any of the Underwriters. This Prospectus does not constitute an offer to sell or a solicitation of an offer to 
buy such securities in any jurisdiction to any person to whom it is unlawful to make such an offer or 
solicitation in such jurisdiction. Neither the delivery of this Prospectus nor any sale hereunder shall, under 
any circumstances, create any implication that there has been no change in the affairs of the Company 
since aoe ane hereof or that the information contained herein is correct as of any time subsequent to the 
date hereof. 
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AVAILABLE INFORMATION 


The Company is subject to the informational requirements of the Securities Exchange Act of 1934 (the 
“Exchange Act”) and in accordance therewith files reports and other information with the Securities and 
Exchange Commission (the “Commission”). Reports, proxy statements and other information filed by the 
Company can be inspected and copied (at prescribed rates) at the Commission’s Public Reference Section, 450 
Fifth Street, N.W., Room 1024, Washington, D.C. 20549, as well as the New York Regional Office, 26 Federal 
Plaza, Room 1100, New York, New York 10278, and the Chicago Regional Office, 230 South Dearborn Street, 
Chicago, Illinois 60604. Quotations relating to the Company’s Common Stock appear on the NASDAQ National 
Market System; however, reports, proxy statements and other information filed by the Company are not 
available for public inspection through the National Association of Securities Dealers, Inc. 


IN CONNECTION WITH THIS OFFERING, THE UNDERWRITERS MAY OVER-ALLOT OR 
EFFECT TRANSACTIONS WHICH STABILIZE OR MAINTAIN THE MARKET PRICE OF THE COM- 
MON STOCK OF THE COMPANY AT A LEVEL ABOVE THAT WHICH MIGHT OTHERWISE PREVAIL 
IN THE OPEN MARKET. SUCH STABILIZING, IF COMMENCED, MAY BE DISCONTINUED AT ANY 
TIME. 


The following trademarks are mentioned in this Prospectus: Sniffer and TeleSniffer are trademarks of 
Network General Corporation; Ethernet is a trademark of Xerox Corporation; IBM is a registered trademark of 
International Business Machines Corporation; AT&T is a registered trademark of American Telephone & 
Telegraph Company; DECnet is a trademark of Digital Equipment Corporation; ARCNET is a registered 
trademark of Datapoint Corporation; 1-2-3 isa registered trademark of Lotus Development Corporation; dBase 
is a registered trademark of Ashton-Tate Corporation; VINES is a trademark of Banyan Systems, Inc.; 
AppleTalk is a registered trademark and Apple LocalTalk is a trademark of Apple Computer Inc.; MS-Net is a 
trademark of Microsoft Corporation; NetWare is a registered trademark of Novell, Inc.; and COMPAQ is a 
trademark of Compaq Computer Corporation. 










PROSPECTUS SUMMARY 





The following information is qualified in its entirety by the more detailed information and consolidated 
financial statements appearing elsewhere in this Prospectus. 







The Company 






Network General designs, manufactures, markets and supports software-based local area network 
(“LAN”) analysis tools for a broad spectrum of physical connection technologies and communications proto- 
cols. The Company’s family of network analyzer products, marketed under the trademark “Sniffer”, enables 
customers to resolve LAN problems in a cost-effective manner. These products monitor the network, capture 
data packets for analysis and analyze protocols and network traffic. All of the Company’s Sniffer products are 
based upon a common architecture and consist of the Company’s proprietary software, one or more network 
connection cards and one of two PC compatible hardware platforms. 









Network General believes that its products are the only LAN analysis tools currently available for use 
across all the principal configurations of LAN physical connection technologies and protocols. Network General 
offers products supporting Ethernet, 4 Mbit Token-Ring, 16 Mbit Token-Ring, StarLAN, ARCNET, IBM PC 
Network Broadband and Apple LocalTalk. The Company also offers detailed interpretation of a greater range 
of communications protocols than its competitors and believes it is the only vendor to offer automatic recogni- 
tion and in-depth interpretation of protocols at all seven layers of the International Standards Organization 
(“ISO”) communications model. 











The Offering(1) 








Common Stock offered by the Company ................0..00. 650,000 shares 

Common Stock offered by the Selling Stockholders.......... 620,000 shares 

Common Stock to be outstanding after the offering ......... 6,849,829 shares 

Use of proceeds by the Company ..............c.0cccceeeeeeeees Working capital and acquisition of 






capital equipment 






NASDAQ symbol.......... 0. cccccceceesee sense sense eueseeneueenenes 






Summary Financial Information 
(in thousands, except per share data) 






Three Months 













(ay 15, 198) ded inh 
March 31, 1987 1988 1989 1988 1989 
Summary of Operations Data: 
REVENUES ........ccscsevecccneccenscevesevuesesecneeraeeens $ 556 $4,911 $12,864 $2582 $5,490 
INSt INCOME: + assests stave n zecrorsteg sneis's oedt easton» pees cant eu — $ 832 $2,563 $ 576 $1,103 
Earnings per share...............ccccccccceccucenceeeuees — $ 21 $ 51 $ 12 $ 18 
Weighted average shares used in earnings per 
share calculations ............0.0.cccccccececeeeeeeneuens 3,276 3,903 5,037 4,847 6,249 
June 30, 1989 
March 31, 1989 Actual As Adjusted(1)(2) 
Balance Sheet Data 
Working capital ..............cccccccecesecececesesueueueueueueuereeenes $14,378 $15,228 $24,339 
Total assets’... sccciscccniced darpiv-s vssorie'stenveins vacersa's varence saved ennhars’anws andi a 16,959 18,624 27,785 
Long-term obligations .................ccccccececeeeeeeeeeeseeeueeeens 77 82 82 
Total stockholders’ equity ..............00cccccccceueueeeueueueueeeees 15,070 16,173 






(1) Assumes that the Underwriters’ over-allotment option to purchase up to 190,500 additional shares of 
Common Stock from the Company is not exercised. See “Underwriting.” 

(2) Adjusted to reflect the sale of the shares offered by the Company hereby and the anticipated application of 

the net proceeds therefrom. 







THE COMPANY 


Network General designs, manufactures, markets and supports software-based LAN analysis tools for a 
broad spectrum of physical connection technologies and communications protocols. The Company’s family of 
network analyzer products, marketed under the trademark “Sniffer”, enables customers to resolve LAN 
problems in a cost-effective manner. These products monitor the network, capture data packets for analysis and 
analyze protocols and network traffic. All of the Company’s Sniffer products are based upon a common 
architecture and consist of the Company’s proprietary software, one or more network connection cards and one 
of two PC compatible hardware platforms. 


LANs have grown in size, complexity and importance as organizations have recognized the benefits of 
information sharing and distributed data processing through LAN technology. As LANs have become larger 
and more complex, they have become more likely to develop a wide variety of problems that are difficult to 
resolve. The prompt resolution of these problems has become critical due to the growing dependence of 
organizations on the proper functioning of the LAN. In the absence of effective LAN analysis tools, network 
managers, LAN software/hardware developers and field service personnel have typically attempted to resolve 
their LAN problems on a trial-and-error basis. This approach can be both time consuming and inefficient and 
can ultimately fail to isolate the problem. Network General’s strategy is to supply network monitoring and 
analysis tools which enable customers utilizing most prominent LAN software and hardware configurations to 
resolve their LAN problems effectively. 


Network General believes that its products are the only LAN analysis tools currently available for use 
across all the principal configurations of LAN physical connection technologies and protocols. Network General 
offers products supporting Ethernet, 4 Mbit Token-Ring, 16 Mbit Token-Ring, StarLAN, ARCNET, IBM PC 
Network Broadband and Apple LocalTalk. The Company also offers detailed interpretation of a greater range 
of communications protocols than its competitors and believes it is the only vendor to offer automatic recogni- 
tion and in-depth interpretation of protocols at all seven layers of the ISO model. 


Customers can realize savings significantly greater than the purchase price of the Sniffer network analyzer 


by: 
¢ Improving the productivity of network users and support personnel 
¢ Identifying and resolving network problems more quickly 
* Reducing development expense and time-to-market for new products 
¢ Enhancing the reliability of new network products 
* Increasing the effectiveness of LAN field service personnel 


Network General sells its products through domestic manufacturer’s representatives, international distrib- 
utors and selected OEMs. As of June 30, 1989, Network General had shipped over 1,000 Sniffer units. 
Purchasers include 41 of the Fortune 100 industrial companies and 43 of Datamation’s top 100 data processing 
vendors, as well as many leading education, government and health care institutions. 


The Company’s founders developed the technology which serves as the basis for the Sniffer products while 
employed at Nestar Systems, Incorporated (““Nestar”), a company which they also co-founded. Pursuant to an 
agreement entered into between Nestar and the Company in May 1986, the Company acquired exclusive 
ownership of this technology, thereby allowing rapid introduction of the first version of the Sniffer product. 


The Company was incorporated in California in May 1986 and was reincorporated in Delaware in 
December 1987. Unless the context otherwise requires, “Network General” and the “Company” refer to 
Network General Corporation, a Delaware corporation, and its predecessors and subsidiaries. The Company’s 
executive offices are located at 1945A Charleston Road, Mountain View, California 94048, and its telephone 
number at that location is (415) 965-1800. 


RISK FACTORS 


In addition to the other information in this Prospectus, the following should be considered in evaluating 
the Company and its business before purchasing the shares of Common Stock offered hereby: 


Limited Operating History and New Market. The Company was organized in May 1986 and began 
shipping products in September 1986. The market for the Company’s products is new, and purchasing patterns 
of potential customers have not yet become clear. Due to the Company’s limited operating history and the 
limited history of the market for LAN analysis tools generally, there can be no assurance that the Company’s 
revenue growth and profitability will continue on a quarterly or annual basis in the future. See “Management’s 
Discussion and Analysis of Financial Condition and Results of Operations” and “Business — Distribution, 
Marketing and Customers.” 


Competition. Competitive products are currently being shipped by Hewlett-Packard Company and 
Excelan, Inc., which was recently acquired by Novell, Inc. Both of these competitors have greater name 
recognition, more extensive engineering, manufacturing and marketing capabilities and substantially greater 
financial, technological and personnel resources than those available to the Company. The Company expects 
substantial additional competition from established and emerging computer, communications and test instru- 
ment companies. There can be no assurance that the Company will be able to compete successfully in the 
future with these existing or anticipated competitors, and the effects of such competition could be more adverse 
than would be the case if the Company had a broader product line. In particular, competitive pressures from 
existing or new competitors who offer lower prices or introduce new products could result in price reductions 
which would adversely affect the Company’s operating margins. See “Business — Competition” and “Manage- 
ment’s Discussion and Analysis of Financial Condition and Results of Operations.” 


Small Backlog and Potential Fluctuations in Quarterly Results. The Company operates with very little 
backlog, and a substantial majority of its revenues in each quarter results from orders booked in that quarter. 
The Company establishes its expenditure levels based on its expectations as to future revenues, and if revenue 
levels were below expectations this could cause expenses to be disproportionately high. As a result, a drop in 
near term demand could significantly affect both revenues and profits in any quarter. In the future, the 
Company’s operating results may fluctuate for this reason or as a result of a number of other factors, including 
increased competition, variations in the mix of sales, announcements of new products by the Company or its 
competitors and capital spending patterns of the Company’s customers. See “Management’s Discussion and 
Analysis of Financial Condition and Results of Operations.” 


New Products and Technological Change. The market for the Company’s products is characterized by 
rapidly changing technology and evolving industry standards. Accordingly, the Company believes that its 
future success will depend in part upon its ability to continue to develop and introduce products which support 
new or enhanced LAN connection technologies and communications protocols. In order to develop new 
products successfully, however, the Company is dependent upon timely access to information about new 
developments relating to such technology and standards. In the past, several vendors have assisted the Company 
by providing it with early access to new product information. There can be no assurance that such information 
will continue to be available or that the Company will be able to develop and market new products successfully 
and respond effectively to technological changes or new product announcements by others. The Company does 
not hold any patents and relies upon copyright, trademark and trade secrets laws to establish its proprietary 
rights in its products. See “Business — Distribution, Marketing and Customers”, “— Product Development” 
and “— Proprietary Rights and Licenses.” 


Dependence Upon Suppliers. At present, all of the hardware platforms used in the Company’s products 
are manufactured by two outside suppliers, and all of the network connection cards used in the Company’s 
products are manufactured by five outside suppliers. The Company’s reliance on third party suppliers involves 
several risks, including limited control over quality and delivery schedules. In the past, quality control problems 
on the hardware platforms supplied to the Company have caused delays in shipments of the Company’s 
products. The Company does not currently have a long-term contract with any of its suppliers and acquires 


hardware through distributors on a purchase order basis. If the Company experiences significant quality control 
problems or supply shortages in the future, its revenues and profitability could be adversely affected. See 
“Business — Manufacturing and Suppliers.” 


Method of Distribution. The Company sells its products to end users in the United States through 
manufacturer’s representatives and to international end users through international distributors. The Com- 
pany’s manufacturer’s representatives and distributors also represent other lines of products which are comple- 
mentary to those of the Company. While the Company attempts to encourage these representatives and 
distributors to focus on its products through marketing and support programs, there is a risk that manufacturer’s 
representatives or distributors may give higher priority to products of other suppliers, reducing their efforts 
devoted to selling the Company’s products. Although the Company believes that it is not dependent on any 
individual manufacturer’s representative, international distributor or OEM, sales through one manufacturer's 
representative organization accounted for 12% of the Company’s total sales in fiscal 1989. See “Business — 
Distribution, Marketing and Customers.” 


Key Personnel. The success of the Company is dependent in part on its founders, Drs. Harry J. Saal and 
Leonard J. Shustek, and other key management and technical personnel, the loss of one or more of whom could 
adversely affect its business. In addition, the Company believes that its future success will depend in large part 
upon its continued ability to attract, retain and motivate highly skilled technical and management employees 
and consultants, who are in great demand. There can be no assurance that the Company will be able to do so. 
See “Business — Employees” and “Management.” 


Substantial Control by Officers and Directors. The Company’s officers and directors will retain voting 
control of approximately 45% of the Company’s Common Stock outstanding after the offering and therefore 
will effectively be able to elect a majority of the Board of Directors and exercise substantial control over the 
Company’s affairs. See “Management — Directors and Executive Officers” and “Principal and Selling Stock- 
holders.” Certain charter provisions relating to authorized but unissued Preferred Stock could have the effect of 
delaying, deferring or preventing a change in control of the Company. In addition, the Company’s charter 
eliminates the personal monetary liability of its directors for breach of their duty of care, and the Company has 
entered into agreements with its officers and directors indemnifying them against losses they may incur in legal 
proceedings resulting from their service to the Company. See “Management — Limitation of Liability and 
Indemnification” and “Description of Capital Stock — Preferred Stock.” 


Possible Volatility of Stock Price. Based on the recent trading histories of stock of other emerging 
companies, the Company believes factors such as announcements of new products by the Company or its 
competitors, sales of stock into the market by existing holders and quarterly fluctuations in financial results 
could cause the market price of the Common Stock to vary substantially. The stock market has recently 
experienced extreme price and volume fluctuations, which have particularly affected the market prices for 
many high technology companies and which often have been unrelated to the operating performance of such 
companies. This market volatility may adversely affect the market price of the Company’s Common Stock. See 
“Price Range of Common Stock” and “Shares Eligible for Future Sale.” 


USE OF PROCEEDS 


The net proceeds to be received by the Company from this offering are estimated to be $9,110,500 
($11,847,985 if the Underwriters’ over-allotment option is exercised in full). The Company expects to use the 
proceeds for working capital requirements, primarily to finance accounts receivable and inventories. In 
addition, the Company may use a portion of the net proceeds to acquire businesses, products or technologies 
complementary to the Company’s current business, although it has no such commitments and no such 
acquisitions are currently being negotiated or planned. The Company may also use approximately $2,000,000 
of the proceeds to acquire capital equipment and make leasehold improvements to the new facilities the 
Company currently expects to occupy in the latter part of fiscal 1990. Pending such uses, the net proceeds of this 
offering will be invested in short-term, interest bearing investments. 


The Company will not receive any of the proceeds from the sale of securities by the Selling Stockholders. 


DIVIDEND POLICY 


The Company has never declared or paid any cash dividends on its capital stock. The Company currently 
intends to retain any earnings for use in its business and therefore does not anticipate paying any cash dividends 
in the foreseeable future. 


PRICE RANGE OF COMMON STOCK 


Since February 1989, the Company’s Common Stock has traded in the over-the-counter market in the 
NASDAQ National Market System. As of June 30, 1989, there were approximately 90 stockholders of record. 
The following table sets forth, for the fiscal periods indicated, the high and low closing sale prices for the 
Common Stock, all as reported by NASDAQ. 





High Low 
Fiscal 1989 
Fourth Quarter (from February 2, 1989).............cccceccseceuceuseueceuesecceuceuceuecs $12.25 $ 8.00 
Fiscal 1990 
PETSE aE one « x vana 3 ces dena \ biti ssornssd snnced varane 4 bee anrnceca denne vajene «ann SeeeeEadwne Ete 13.875 10.50 
Second Quarter (through August 1, 1989)...............cccccccuceeceeeceuceeuceuceueseuees 15.50 13.00 


On August 1, 1989, the closing sale price of the Common Stock on the NASDAQ National Market System 
was $15.25. 


CAPITALIZATION 


The following table sets forth the capitalization of the Company at June 30, 1989, and as adjusted to give 
effect to the sale of the shares of Common Stock offered by the Company (assuming no exercise of the 
Underwriters’ over-allotment option): 

June 30, 1989 


Actual (1) As Adjusted 
(in thousands) 
Leng térin: Ob GatHONS nce s :ecens enens ethane atten wane vatiees tantly vaech ape aces catowee ean s $ ©6682 $ ©6682 
Stockholders’ equity: 
Preferred stock, par value $.01 per share, 1,907,171 shares authorized, none 

GUISHAN GIN es os ccasascwastrnne + auen'e cesses sages vanwns sents Male ousen Semen cma hanced tnetee — — 
Common stock, par value $.01 per share, 10,000,000 shares authorized, 

6,199,829 shares outstanding, 6,849,829 shares outstanding as adjusted (1)..... 62 69 
Additional paid-in capital ........... 0... cc cccececec eee ee ee eens neneeeeeneeeaeaeneaeaenens 11,637 20,741 
Rétaitied Carnings, «sce. ccuctes ames exanes anats inane comiss debe s omar eeamd idetes eemess aed 4,474 4,474 

Total stockholders’ equity.............cccccecec cess be ee eens nent ee neneneneneaeaenenees 16,173 25,284 
Total Capitaliza toni ass aiscaué cawys vaeas esas ¢ eamie vauws veciens (aarcie oman vada o wands atenien steers $16,255 $25,366 





(1) Excludes the following: 250,000 shares of Common Stock reserved for issuance under the Company’s 1989 
Employee Stock Option Plan, under which options for 188,500 shares were outstanding as of June 30, 1989; 
150,000 shares reserved for issuance under the Company’s 1989 Employee Stock Purchase Plan; 180,000 
shares of Common Stock reserved for issuance under the Company’s 1989 Outside Directors Stock Option 
Plan, under which options for 90,000 shares were outstanding as of June 30, 1989; and 60,000 shares of 
Common Stock reserved for issuance under the Company’s 1989 Common Stock Award Plan. See Note C 
of Notes to Condensed Consolidated Interim Financial Statements. 


SELECTED CONSOLIDATED FINANCIAL DATA 


The selected consolidated financial data set forth below with respect to the Company’s consolidated 
statement of operations for the period from inception (May 15, 1986) to March 31, 1987, the years ended March 
31, 1988 and 1989, and the consolidated balance sheet data at March 31, 1987, 1988 and 1989, are derived from 
the audited Consolidated Financial Statements of the Company and should be read in conjunction with those 
statements, which are included in this Prospectus. The consolidated statement of operations data for the three 
months ended June 30, 1988 and 1989, and the consolidated balance sheet data at June 30, 1988 and 1989, are 
unaudited, but in the opinion of management of the Company, reflect all adjustments (consisting only of 
normal, recurring adjustments) necessary for a fair presentation of results for interim periods. The operating 
results for interim periods are not necessarily indicative of results to be expected for the full fiscal year. 


Inception 
(May 15, 


Year Ended March 31, 


1989 


Three Months 
Ended June 30, 


(in thousands, except per share data) 


Consolidated Statement of Operations Data: 


$4,911 
1,128 


3,783 


1,302 
865 
689 


2,356 
1,427 
83 


March 31, 


1988 


$12,864 
3,084 


9,780 


3,910 
907 
967 


5,784 
8,996 

















1989 


REVENUES ion sonpier nsnvinnannvnonenaeSeunw mest mens ome eames $ 556 
Gost OF REVENUES: joes sissies cnens sonees none dvnaat)aonea sawien 6s 160 
Gross PION s ssaes ce ssi sasisad s cad ssjusos ssense ventana en 896 
Operating Expenses: 
Dae EE SEs: evn scene peas ema sou ree t 66 
Research and development ................c.0c0eeeeeeeees 158 
General and administrative..................0..c0eees eee 170 

Total operating expenses ...............0cccceeueeeewens 894 

Income from operations................cccccceeeeeeeees 2 
Interest Income (Expense), net ..............ccccceseeeee eee (2) 

Income before provision for income taxes .......... — 
Provision for Income TaxeS..............ccccceeeeeeceeeee ees — 

Net imCOMe............cccceeeseeeeceeeeeeeuueeuneeeunees $— 
Earnings Per Share ..............ccccccseceseeeeeeeseseseeeees $ — 
Weighted Average Common and Common Equivalent 

Shares Outstanding...............cccccesesesecesecneucneuens 3,276 
Consolidated Balance Sheet Data: 
1987 
Working capital..............cccc ccc cce cece ee ceeeueeecueueeeeneueens $ (26) 
Total ASSCtS «sie. oceainsisctsoieds conte a Woneda sivion ctvimmseivanaitiy went sientytn’ soa 341 
Long-term obligations ...............cccccccseseeeeeeseeneeseneueues 25 
Total stockholders’ equity ..............cccccccccecseseeuseeeeeueues 10 


$2,663 
4,514 
75 
2,829 


$14,378 
16,959 
77 
15,070 








1988 1989 
(unaudited) 
$2,582 $5,490 
__ 549 _ 1,486 
_2,083  _4,054 
783 1,731 
175 347 
_ 202 __ 406 
1,110 _2,484 
__ 928 _1,570 
__ 36 __ 268 
959 1,838 
__ 883 __785 
$576 $1,108 
$ 12 $ 18 
4,847 6,249 
June 30, 
1988 1989 
(unaudited) 
$3,222 $15,228 
4,916 18,624 
85 82 
3,404 16,173 


MANAGEMENT’S DISCUSSION AND ANALYSIS OF 
FINANCIAL CONDITION AND RESULTS OF OPERATIONS 


Results of Operations 


The Company experienced substantial growth in revenues since product shipments began in September 
1986. Results for successive quarters reflected the increasing market acceptance of the Company’s products and 
expansion of the Company’s marketing and sales efforts. Substantially all of the Company’s revenues to date 
have been derived from the sale of LAN analysis products. 


Fiscal 1988 revenues were approximately nine times fiscal 1987 revenues. Fiscal 1989 revenues were 
almost three times fiscal 1988 revenues. As a consequence, year to year comparisons of costs and expenses are 
not considered meaningful because of the vastly different levels of operations. 


The following tables set forth certain quarterly financial information. This information is derived from 
unaudited financial statements which include, in the opinion of management, all normal, recurring adjust- 
ments which management considers necessary for a fair statement of the results for such periods. The operating 
results for any quarter are not necessarily indicative of results for any future period. 


Three Months Ended 


June 30, Sept. 30, Dec. 31, March 31, June 30, Sept. 30, Dec. 31, March 31, June 30, 
1987 1987 1987 1988 1988 1988 1988 1989 1989 


(in thousands, except per share data) 












































TRE VOTES scasicecsinrs arszorduscayniate Nie nararoraiase aaninrnsyarecesisw Senin $ 718 $ 854 $1,622 $1,717 $2,582 $2,891 $3,381 $4,010 $5,490 
GOSt OF Revenues ives sccissiisces ais viisratsvais sisrerd:ssecaiss oparerccions 157 190 883 899 549 614 875 1,046 1,486 
GrO8S ‘PLONE: se2cos si cece anes e aeeRee's 561 664 1,239 1,318 2,088 2,277 2,506 2,964 4,054 
Operating Expenses: 
Marketing and sales..............:cceceeeeee ees 163 191 429 519 733 943 ~=1,088 1,201 1,731 
Research and development ..................65 91 98 79 97 175 208 248 276 347 
General and administrative................... 140 138 210 200 202 192 230 343 406 
Income from operations ...............00005 167 287 521 502 923 934 995 1,144 1,570 
Interest Income (Expense), net ..............0005 3 6 24 86 40 86 162 268 
Income before income taxes................ 167 240 527 526 959 974 ~=1,031 1,306 1,838 
Provision for Income Taxes .............0eeeeee es 72 108 227 226 883 889 413 522 735 
NGt TH COME. « .c:ciccssione sisiicieince.ig nmineusne soaiaainad a8 $ 95 $ 187 $ 800 $ 300 $ 576 $ 585 $ 618 $ 784 $1,103 
Earnings per Share ...........0.0csceceeeueeeee ees $ 038 $ 04 $ 08 $ $ 12 $ 12 $ 18 $ 14 §$ 18 
Weighted Average Common and Common 
Equivalent Shares 
Outstanding ss isos ce cnnnasase ce osanpse owaweies on oe 3,579 3,579 8,625 4,847 4,847 4,847 4,847 5,619 6,249 
As a Percentage of Revenues 
FREVENUCS suis isitisosasp.ct neveisyorspuigeine wananenniie sated anitetS 100% 100% 100% 100% 100% 100% 100% 100% 100% 
Costiof Reventtess a: cessawon os seaseae mesa exes 22 22 24 23 21 21 26 26 26 
GEOSS PONE; i. assesses nd siedie-nd scenistan sa 78 78 76 77 79 79 74 74 74 
Operating Expenses: 
Marketing and sales.................0.eeeeeee es 23 22 26 30 28 33 81 80 32 
Research and development ..................55 13 ll 5 6 Hs 7 7 7 6 
General and administrative...................5 19 16 13 12 7 7 9 a 
Income from operations .................++- 23 28 32 29 36 32 29 29 29 
Interest Income (Expense), net ................. — 1 1 1 1 4 4 
Income before income taxes.................65 23 28 82 81 37 34 81 33 83 
Provision for Income Taxes ................000005 10 12 14 13 15 13 12 13 13 
Net: Incomes: 3 ss.cssisaias canwsien cence ax geen 13% 16% 18% 17% 22% 20% 18% 20% 20% 
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Sales for the quarter ended June 80, 1989, were 113% greater than sales for the quarter ended June 30, 
1988 and 37% greater than sales in the immediately preceding quarter. However, the Company does not expect 
to sustain these rates of growth in the future. During the past nine quarters, increases in sales from quarter to 
quarter have varied considerably, ranging from a low of 6% to a high of 90%. International sales accounted for 
22%, 16% and 16% of revenues in fiscal 1988, fiscal 1989 and the first quarter of fiscal 1990, respectively. See 
Note 2 of Notes to Consolidated Financial Statements. 


Cost of revenues consists of manufacturing costs and warranty expenses. Gross profit varies from quarter to 
quarter due to factors including changes in the relative proportions of international, domestic and OEM sales, 
changes in product mix and product configuration, new product introductions and price changes. During the 
six quarters ended September 30, 1988, gross profit varied from 76% to 79% of revenues, but in the quarters 
ended December 31, 1988, March 31, 1989 and June 80, 1989, gross profit declined to 74% of revenues. This 
decrease was due primarily to significant increases in sales of the Company’s Series 300 and 500 products 
combined with a significant decrease in sales of its older Series 400 products which have recently been 
discontinued. The Series 300 and 500 products generally produce lower gross profits than did the Series 400 
products. See “Business — Products.” Gross profit as a percentage of revenues may vary in future quarters due 
to the same factors as in the past, as well as to potential price reductions that could result from competitive 
pressures and to other factors. 


The Company’s marketing and sales expenses have increased as a percentage of revenues over the last nine 
fiscal quarters, from 23% in the first quarter of fiscal 1988 to 32% for the first quarter of fiscal 1990. This 
increase was largely the result of significantly increased marketing expenditures, including those for advertis- 
ing, collateral materials, trade shows, sales training and sales promotions, and increased compensation expenses 
due to expansion of the marketing and sales staff. Marketing and sales expenses as a percentage of revenues also 
reflect, in part, the mix of domestic and international sales, since the Company incurs higher sales commission 
expense on domestic sales. 


The Company believes that continued commitment to research and development is required to remain 
competitive. Research and development expenses consist primarily of salaries and benefits, occupancy expenses 
and fees paid to outside consultants. During the past seven quarters the Company’s expenditures for research 
and development have increased steadily and have varied from 5% to 7% of revenues. The Company anticipates 
that salaries and benefits for research and development will continue to increase. See “Business — Product 
Development” and “Employees.” 


Research and development expenses are accounted for in accordance with FASB Statement No. 86, under 
which the Company is required to capitalize software development costs after technological feasibility is 
established. Capitalizable software development costs incurred to date have not been significant and, thus, the 
Company has charged all software development costs to expense in the consolidated statements of operations. 


The Company has been able to support its significant revenue increases during the nine quarters ended 
June 30, 1989 while decreasing general and administrative expenditures from 19% to a range of 7% to 9% of 
revenues, General and administrative expenses increased in the quarter ended March 31, 1989 due to an 
increase in the allowance for doubtful accounts and legal and accounting expenses related to the establishment 
of 401(k), employee stock purchase, and employee stock option plans. 


Net interest income represented approximately 1% of revenues for the fiscal quarters following the 
Company’s preferred stock financing in the third quarter of fiscal 1988. Earnings on the invested proceeds from 
the initial public offering of Common Stock have increased net interest income to approximately 4% of 
revenues in the quarters ended March 31, 1989 and June 30, 1989, respectively. 


The Company accrued provisions for income taxes of 43% of income before income taxes for fiscal 1988 
and 40% of income before income taxes for fiscal 1989 and the first quarters of fiscal 1989 and 1990. The 
decrease between fiscal 1988 and fiscal 1989 reflects the decrease in statutory federal income tax rates. 
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Liquidity and Capital Resources 


The Company has financed its operations to date through cash flows from operations, the private sale of 
approximately $2.0 million of convertible preferred stock in fiscal 1988, and the net proceeds of $9.7 million 
from the initial public offering of Common Stock in February 1989. The Company’s current capital commit- 
ments are not material. The Company anticipates that it may make capital expenditures and leasehold 
improvements of approximately $2 million during fiscal 1990. See “Use of Proceeds.” 


As of June 30, 1989, the Company’s principal source of liquidity included cash and cash investments of 
approximately $18.7 million. The Company currently has no borrowings and has no established bank lines of 
credit. The Company believes that the proceeds from the sale by the Company of the Common Stock offered 
hereby, together with existing sources of liquidity and anticipated funds from operations, will satisfy the 
Company’s projected working capital and capital expenditure requirements at least through fiscal 1990. 
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BUSINESS 


Network General designs, manufactures, markets and supports software-based LAN analysis tools for a 
broad spectrum of physical connection technologies and communications protocols. The Company’s family of 
network analyzer products, marketed under the trademark “Sniffer”, enables customers to resolve LAN 
problems in a cost-effective manner. These products monitor the network, capture data packets for analysis and 
analyze protocols and network traffic. All of the Company’s Sniffer products are based upon a common 
architecture and consist of the Company’s proprietary software, one or more network connection cards and one 
of two PC compatible hardware platforms. 


Network General believes that its products are the only LAN analysis tools currently available for use 
across all the principal configurations of LAN physical connection technologies and protocols. Network General 
offers products supporting Ethernet, 4 Mbit Token-Ring, 16 Mbit Token-Ring, StarLAN, ARCNET, IBM PC 
Network Broadband and Apple LocalTalk. The Company also offers detailed interpretation of a greater range 
of communications protocols than its competitors and believes it is the only vendor to offer automatic recogni- 
tion and in-depth interpretation of protocols at all seven layers of the ISO model. 


Background 

Distributed computing resources, such as personal computers, workstations, servers and printers, have 
proliferated in recent years due to the declining cost and increasing performance of computer hardware. The 
large and rapidly expanding number of these resources represents a key factor in the acceptance of LAN 
technology. LANs allow increased productivity and utilization of distributed computers through the sharing of 
resources, the transfer of information and the processing of data at the most efficient location. LANs also can 
overcome the incompatibility of different vendors’ computer products by allowing these products to communi- 
cate with each other. 


As organizations have recognized the economic benefits of using LANs to connect distributed computing 
resources, LAN suppliers have rapidly increased the capabilities of networking products and applications. 
Network applications such as electronic mail, file transfer, host access and shared data bases have been 
developed as means to increase productivity. This increased sophistication in conjunction with the growing 
number of distributed computing resources has fueled rapid expansion in the number of installed LANs. The 
growing number of distributed processing and information sharing applications, which typically involve larger 
segments of the organization than simple resource sharing, has also led to an increase in the average size of 
networks. 


As networks have grown in size and complexity, they have become more likely to develop problems, and 
the problems have tended to be more difficult to diagnose. The performance of a network can suffer due to a 
variety of causes which include inefficient routing of information, transmission of unnecessarily small packets of 
information, improper device or network configuration and superfluous “broadcast” messages. Specific net- 
work applications may also contain design flaws which affect their performance or inhibit access to certain 
resources on the network. These problems are compounded by the fact that most networks are constantly 
changing and evolving. Change, whether due to growth, reconfiguration or new applications, frequently 
introduces problems in networks that were previously functioning well. Further compounding these problems 
is the trend toward LANs encompassing equipment from multiple vendors, using multiple connection technol- 
ogies and concurrently operating with multiple communications protocols. 


Growing numbers of organizations are depending upon LAN-based distributed data processing as an 
integral part of their business strategies. Distributed data processing through a LAN results in the network, and 
the computing resources on it, effectively becoming the processor of vital applications. Applications such as 
order-entry and reservation systems, critical to conducting business, now frequently reside on networks. The 
potentially enormous financial consequences of network problems can make it unacceptable for the LAN to be 
down, slow or error-prone. 


Without LAN analysis tools which offer visibility as to how and where data is moving on the network, the 
LAN user has no means to monitor and analyze performance effectively or to isolate problems for quick 
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resolution. To date, LAN vendors have offered relatively few solutions which meet the growing need for such 
analysis tools. As a result, network users have typically attempted to resolve these problems on a trial-and-error 
basis, which can be time consuming and inefficient and can fail to isolate the problem. 


Network General’s Strategy 


Network General’s strategy is to supply software-based network monitoring and analysis tools which 
provide the capability to identify, analyze and resolve increasingly complex problems for LANs utilizing all 
prominent physical connection technologies and communications protocols. The Company anticipates that its 
customers will continually modify their LANs to take advantage of improvements in LAN technology and 
enhancements in LAN applications. The Company intends to modify its current products and introduce new 
products in a timely fashion in order to address these changing market requirements. The Company’s customers 
vary widely in their understanding of the details of LAN technology, and the Company intends to preserve the 
product features which enable relatively unsophisticated customers to utilize these products productively. 


The Company’s current products, the Sniffer family, are LAN monitoring and analysis tools which are 
based upon a common architecture. These tools allow customers to observe and decode traffic on their LANs, 
thereby enabling them to anticipate or diagnose LAN problems. A Sniffer network analyzer consists of the 
Company’s proprietary software, one or more network connection cards, and one of two PC compatible 
hardware platforms. These products share a consistent user interface and were designed to readily accommo- 
date the substitution of alternate connection technologies and additional protocol interpretation modules. The 
Company believes that its products are currently the only monitoring and analysis tools available for use in 
LANs across all the principal physical connection technologies and communications protocols. 


The Market for LAN Analysis Tools 


Potential customers for LAN analysis tools include both the network management and field service 
personnel directly responsible for supporting the operation of sophisticated LANs and engineers engaged in the 
development of network products and applications. Most of the Company’s initial customers could be classified 
as LAN software/hardware developers, but the Company’s sales to LAN management personnel have increased 
more rapidly, making that segment currently the largest source of the Company's revenues. The Company 
believes that a relatively small proportion of its potential customers have purchased a LAN analysis tool to date. 
The number of such potential customers is expected to expand significantly as increasing numbers and varieties 
of LAN applications are developed and installed, resulting in expansion of existing LANs as well as new LAN 
installations. See “Distribution, Marketing and Customers — Customers.” 


LAN management personnel 


The Company’s largest group of customers can be classified as LAN management personnel. Generally, 
these users are charged with the management of a network which serves either a department or a division of a 
large organization. The Sniffer network analyzer enables LAN managers to do their jobs more efficiently and 
provides the following benefits to the organization: 


1. Improved Productivity. While a large LAN represents a major investment in data processing 
hardware and software, the costs associated with the system users who depend upon the LAN represent a 
significant multiple of this investment. Consequently, even small percentage changes in user productivity 
as the result of the LAN functioning more smoothly or running faster can yield savings far in excess of the 
cost of a LAN analysis tool such as the Sniffer product. 


2. Faster Problem Resolution. Large LANs generally contain products from several vendors. 
When a problem arises on the LAN, it can be extremely difficult to identify the vendor responsible, and 
this may result in significant delays in problem resolution. The Sniffer network analyzer may enable the 
user to identify the problem and, hence, the appropriate vendor. 


3. Fewer Problems with Critical Applications. Increasingly, applications that support custom- 
ers, such as reservation, transaction, or order-entry systems, are being run over LANs. Poor performance 
and downtime are not acceptable in these environments, since obtaining and retaining customers depend 
upon the effective operation of the LAN. The Sniffer system assists the network manager in preventing 
LAN problems with these applications. 
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LAN software/hardware developers 

LAN software/hardware developers include most data communications and data processing vendors as 
well as large sophisticated end-user organizations developing their own applications. An example of the latter 
kind of customer would be an airline developing a reservation system application to run on a LAN. These 
software/hardware developers are generally extremely sophisticated in their understanding of LAN technology 
and are able to take full advantage of the Sniffer system’s capability to provide in-depth packet analysis at 
several protocol layers and to service multiple connection technologies. LAN analysis tools such as those 
marketed by the Company provide the following benefits to these customers: 


1. Reduced Development Expense. Eliminating the trial-and-error problem resolution process 
shortens the time required for developing a new product. Given very high engineering costs per man year, 
even modest savings in development time can yield a quick payback on the investment in a Sniffer network 
analyzer. 


2. Decreased Time to Market. Market success is often determined by the speed with which a 
product can be brought to market. The Company’s LAN analysis tools can enable developers to complete 
the development process sooner. Even a small improvement in time to market can be worth many times the 
investment in a Sniffer network analyzer. 


3. Enhanced Reliability. Utilization of the Sniffer network analyzer can allow the developer to 
produce a more reliable product and one that conforms exactly to the published specifications for that 
protocol. Since the Sniffer product allows direct observation of the details of all data packets captured from 
the LAN, design flaws can be eliminated at the source. Improved reliability enhances customer acceptance 
of the product and reduces support costs. 


LAN field service organizations 
Many data processing and data communications organizations offer service options to their customers 
which include either servicing the customer’s entire LAN or servicing only the equipment and software which 
they have supplied. In either case, determining whether the problem is caused by products which they have 
supplied or by products supplied by others is an ongoing issue for these field service organizations. Diagnostic 
tools, including LAN analysis tools of the type marketed by the Company, are extremely useful in resolving 
such issues. Benefits to these organizations can include: 


1. Increased customer satisfaction. The Sniffer network analyzer allows field service organiza- 
tions to resolve customer problems more rapidly, resulting in enhanced customer satisfaction. 


2. Reduced service expense. The ability to resolve problems rapidly results in reduced cost of 
service. 


3. Increased efficiency in utilization of technical experts. The Company’s products allow 
relatively unskilled field service personnel to isolate the customer problem at the source for remote analysis 
by technical experts. As a consequence, the involvement of technical experts, including development 
personnel, in replicating and resolving problems can be significantly reduced. 


Technology and Architecture 


The Sniffer products are based on a common architecture and consist of proprietary software and the 
hardware necessary to run this software. Network General’s software is written so that it is adaptable to PC 
compatible products utilizing an 80286 or 80386 microprocessor. The Company has minimized customization 
of hardware or dependence upon specific hardware in the belief that its customer base will be best served by 
preserving the Company’s option to select among the large variety of PC compatible products which are 
rapidly improving in price and performance. In order to minimize customer problems with installation and 
support, the Company offers its software packaged on portable platforms which have been thoroughly tested 
with the software. Currently, these platforms are the Toshiba T3200 laptop and the COMPAQ Portable 386. For 
the COMPAQ Portable 386 only, the Company offers customers the option of supplying their own hardware 
platform and installing the software and a specially designed adaptor module. 
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The Company’s proprietary software consists of approximately 200,000 lines of code written in a combina- 
tion of assembly language and C. The software is based upon an architecture designed to allow easy addition of 
physical connection technologies and/or new protocol interpreters. This is achieved by utilizing a proprietary 
core of code with proprietary interfaces to physical connection technologies and to the Company’s proprietary 
protocol interpreters, as illustrated below. 


SNIFFER ARCHITECTURE 


Novell XNS TCP/IP DECnet Nestar Banyan Apple xX User 
NetWare MS-Net PLAN VINES Talk Windows Written 


PROTOCOL INTERPRETER INTERFACE 
ANALYSIS 


DISPLAY MENU INTERFACE 
MANAGER 


REAL CAPTURE MANAGE 
TIME TRAFFIC 


DISPLAY GENERATOR 
MANAGER 











NETWORK DRIVER INTERFACE 


4Mb 16Mb IBM ARCNET StarLAN Apple 
Token-Ring Token-Ring PC Network LocalTalk 
Broadband 





The core of the Sniffer products contains the software which is independent of both the protocol interpret- 
ers and the physical connection technologies. The core manages the network data flow from the network driver 
interface and provides efficient access to the hardware platform’s multi-megabyte capture buffer. The core 
provides a consistent interface to the protocol interpreters and a library of both interpreted and compiled-code 
routines which are used by the interpreters during LAN analysis. In order to support high performance filtering 
of data packets during both capture and display, the core dynamically compiles these user-selected filters into 
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highly efficient machine code. All interaction with the user is implemented in the core by a unique user 
interface and display menuing system. Also included in the core module are traffic generation and file 
management capabilities. 


Different software is written for each physical connection technology. This software, largely written in 
assembly language, must manage the capture of packets of information in real time for display and later 
analysis. It is extremely important that this software be highly efficient since the Sniffer analyzer examines all of 
the data packets on the network rather than just packets destined for a particular node. In order to capture the 
data packets on certain high speed networks such as Ethernet, portions of this software are executed directly on 
intelligent communications cards. 


The protocol interpretation software must efficiently decode software communications protocols. This is 
technically difficult because: (i) there is a large amount of data which must be analyzed rapidly, (ii) interpreta- 
tion of this data requires detailed knowledge of specific communications protocols, and (iii) the meaning of a 
specific field in some higher layer packets may vary as a function of information contained in the same packet or 
prior packets. The Company believes it is the only vendor whose software incorporates the highly complex 
algorithms which enable interpretation of these context sensitive protocols. The Company also believes it is the 
only vendor to offer automatic recognition and in-depth interpretation of protocols at all seven layers of the ISO 
model. 


Products 


Customers have substantial flexibility in configuring a Sniffer system to meet their requirements. The 
Company currently offers the ability to choose combinations of up to seven physical connection technologies 
and up to eleven protocol interpreter suites installed on one of two hardware platforms. Depending on the 
configuration selected, end-user prices can range from approximately $12,500 to $60,000, with an average 
selling price of around $20,000. 


While the functions performed by the Sniffer family of products are complex, a great deal of design effort 
has gone into making the installation and use of the Sniffer products extremely simple. With the exception of 
the module version of the COMPAQ Portable 386, no customer configuration or modification is necessary. 
Installation of a Sniffer network analyzer consists of connecting the unit to the network to be analyzed and 
turning on the power. A unique, multi-window user interface with an intuitive menuing system allows 
customers to become productive very quickly. All of these features, which are contained in the core, are 
consistently implemented on all models of the Sniffer products. 


Physical Connection Technologies 


Currently, the Company is able to capture information from seven different physical connection 
technologies: 


¢ 4 Mbit Token-Ring 

¢ 16 Mbit Token-Ring 

¢ Ethernet 

e IBM PC Network Broadband 
¢ ARCNET 

¢ StarLAN 

¢ Apple LocalTalk 


These technologies represent both industry standards such as IEEE 802.3 (Ethernet) and IEEE 802.5 
(Token-Ring) and manufacturer sponsored technologies that may or may not be related to industry standards, 
StarLAN, an AT&T product, conforms to the 802.3 standard, while ARCNET, IBM PC Network Broadband 
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and Apple LocalTalk are non-standard and are sponsored by Datapoint Corporation, IBM and Apple, respec- 
tively. While many other types of connection technologies have been marketed, the Company believes that most 
medium or high-speed networks installed utilize one of these seven technologies. No significant competitor 
offers the ability to capture traffic from this range of connection technologies. 


Protocol Interpreters 
The Company offers the following protocol interpreter suites: 


¢ IBM ¢ DECnet 

* Novell NetWare ¢ Nestar PLAN 
¢ XNS/MS-Net ¢ Banyan VINES 
¢ TCP/IP ° AppleTalk 

¢ Sun ¢ X Windows 


¢ ISO/MS-Net 


Each of these protocol interpreter suites actually interprets several communications protocols. These range 
from the protocols establishing linkage to the physical media (‘“Physical” and “Datalink”, which are the two 
lowest layers of the ISO model) to the protocols managing the specific application being executed (“Applica- 
tion”, which is the highest layer of the ISO model). The Company believes it is the only vendor to offer 
automatic recognition and in-depth interpretation of protocols at all seven layers of the ISO model. The 
Company has developed approximately one hundred twenty separate protocol interpreters which are com- 
bined into the suites listed above. For example, the TCP/IP protocol interpreter suite actually includes 
interpretation of many specific protocols at various layers of the ISO model as shown below: 


ISO Model 


RPC, 
CMOT, 
ISODE, 
XWIN 


RPC, 
SNMP 
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In addition to the families of protocol interpreters provided by the Company, users can write their own 
protocol interpreters. This is possible because the Company provides a defined and documented interface for 
user-written protocol interpreters. 


Hardware Platforms 
The Company currently markets its LAN analysis software in two portable hardware series: 


¢ The 300 Series. This series utilizes the Toshiba T3200 laptop, which is an 80286 based 
processor that runs at 12 Mhz, has a standard 40 MB hard disk drive and is marketed with 
4 MB of memory. The Company offers the Series 300 Sniffer network analyzers con- 
figured for use with any one of five physical connection technologies selected by the 
customer. 


* The 500 Series. This series utilizes the COMPAQ Portable 386, which is an 80386 based 
processor that runs at 20 Mhz, has a standard 40 MB hard disk drive and is marketed with 
6 MB of memory with an option to expand to 10 MB. The Company also offers customers 
the option of supplying their own COMPAQ Portable 386, in which case the customer 
acquires only the software and a special connection module from the Company. The 
architecture of the Series 500 Sniffer network analyzer permits the customer to access any 
of the seven physical connection technologies through the use of optional connection 
modules. 


Product Features 
The Company’s products can be used for monitoring network traffic, capturing data packets for analysis 
and analyzing protocols. Several options are available during both capture and analysis which allow the user to 
extract relevant information easily. This variety of options, easily accessible through an intuitive multi-window 
interface, is a unique feature of the Company’s products. 


Monitoring. A variety of display options are available to permit the customer to monitor trends in 
such vital areas as network utilization, active stations, number of packets transmitted, and other significant 
indicators of network activity. This information can be displayed, at the user’s option, in a number of 
tabular or graphic formats. 


Capture. While monitoring, the Sniffer system collects packets in its capture buffer for later 
analysis. Captured packets can also be saved to disk. Standard features include filters which discard packets 
that do not conform to user established criteria, triggers which allow capturing to commence or stop upon 
user defined events, and packet slicing which allows the capture of more packets in the random access 
memory buffer by eliminating portions of the packets captured. 


Protocol Analysis. Protocol analysis can commence upon the completion of the capture of relevant 
data packets. Protocols are automatically recognized and interpreted into their English equivalents and are 
fully decoded through all levels of the ISO model. For those customers utilizing an optional color monitor, 
protocols are automatically color coded according to the appropriate layers of the ISO model. 


Other standard operational features of the Sniffer system include the following: 


* The ability to generate traffic to test the operation of the network as a whole or a specific 
station on the network. 


* The ability to operate the product remotely via a telephone modem link utilizing the 
optional TeleSniffer module. 


* The ability to export files captured from the network to popular spreadsheet and database 
programs such as Lotus 1-2-3 and dBase for further analysis or display. 


The Company has released enhancements to its products approximately two times per year and has made 
these enhancements available to customers with units under warranty or software support agreements for no 
charge and to others for a fee. 
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Distribution, Marketing and Customers 


Distribution 


The Company sells its products to end-users in the United States through manufacturer’s representative 
organizations, to international end-users through international distributors, and to selected OEMs. In the 
United States, the Company has an active marketing program that generates sales leads for follow-up by these 
manufacturer’s representatives. Internationally, the Company’s distributors have responsibility for local mar- 
keting programs. 


The Company currently has nonexclusive territorial agreements with sixteen manufacturer’s representa- 
tives covering the United States. These representatives employ an aggregate of approximately ninety expe- 
rienced professional sales people who are technically competent to represent products such as those offered by 
the Company. Purchase orders to the Company are solicited for the Company’s products based upon sales leads 
which are typically generated by the Company’s marketing efforts. The Company actively monitors the 
representatives to make sure the leads are pursued appropriately. Unsatisfactory performance can lead and has 
led to either termination of the manufacturer’s representative or the appointment of an additional representa- 
tive in the same geographical area. Representatives are compensated through commissions which are payable 
only upon collection from the customer. Approximately 76% of the Company’s revenues in fiscal 1989 were 
generated from this sales channel. One manufacturer’s representative organization, Jordan Electronics, Inc., 
accounted for 12% of the Company’s revenues in fiscal 1989 and 11% of the Company’s revenues in the first 
quarter of fiscal 1990. 


The Company’s manufacturer’s representatives and distributors also represent other lines of products 
which are complementary to those of the Company. While the Company attempts to encourage these repre- 
sentatives and distributors to focus on its products through marketing and support programs, there is a risk that 
representatives or distributors may give higher priority to products of other suppliers, reducing their efforts to 
sell the Company’s products. 


Sales to end-users outside of the United States are made principally through nineteen international 
distributors which market, sell and service the products in Europe, Asia, Canada and Australia. Generally, the 
Company has entered into exclusive country-wide agreements with these distributors. However, the Company 
retains the option to terminate these relationships or make them non-exclusive if sales quotas are not attained. 
Although the Company has principally focused its marketing effort on the domestic market, international sales 
accounted for approximately $1,083,000, $1,995,000 and $892,000 in revenues in fiscal 1988, fiscal 1989 and 
the first quarter of fiscal 1990, respectively. Sales through this channel accounted for 22%, 16% and 16% of the 
Company’s revenues during fiscal 1988, fiscal 1989 and the first quarter of fiscal 1990, respectively. These 
export sales are subject to certain government controls, but to date the Company has not experienced any 
material difficulties related to such restrictions. All of the Company’s international sales are denominated in 
United States dollars. 


The Company has also entered into licensing arrangements with seven OEM customers. This alternate 
channel of distribution accounted for approximately 9% and 5% of the Company’s revenues during fiscal 1989 
and the first quarter of fiscal 1990, respectively. 


Marketing 


In support of United States distribution of its products, the Company has several active marketing 
campaigns designed to generate sales leads. The Company has participated frequently in industry trade shows, 
advertised consistently in the trade press and devoted a significant amount of senior management attention to 
press briefings. The Company has also provided units at no charge to selected network training institutes for use 
in their courses and, through a rental program, has provided potential customers with the opportunity to use the 
Sniffer network analyzer before making a purchase decision. These activities have resulted in high visibility for 
the Company and its products, including favorable recognition in several important trade publications. 


In addition, the Company has actively sought to establish cooperative relationships with certain network- 
ing industry leaders in order to be in a position to support new developments in networking as soon as possible. 
An example of this kind of relationship is the Company’s announcement of a 16 Mbit Token-Ring protocol 
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analyzer simultaneously with the announcement by Texas Instruments Incorporated of its 16 Mbit Token-Ring 
chip set. Another is Microsoft Corporation’s adoption of the Sniffer analyzer as a tool for use in their advanced 
LAN product development, and their agreement to continue to provide Network General with advanced 
information on protocol extensions and enhancements made by Microsoft. As a result of its cooperative 
relationship with Apple Computer, the Company recently announced its support of Apple’s latest networking 
hardware and software systems jointly with Apple’s announcement of these systems. The Company believes 
that these relationships are made possible by the fact that the Company, unlike its principal competitors, does 
not offer network products in competition with these industry leaders. See “Product Development.” 


Service 


Network General and its international distributors service and support the Company’s products directly. 
Its products are sold with one year of warranty included in the price. Warranty costs to date have not been 
significant. The Company also offers maintenance agreements for a fixed fee after the one year warranty 
period. Maintenance revenues to date have not been material. Customers with units under warranty receive 
new software releases of the Company’s products for no charge. New software releases are also available to 
customers with units under maintenance agreements for no charge. Under the terms of the warranty and the 
maintenance agreements, customers receive telephone support during normal business hours. Domestic cus- 
tomers with product problems which cannot be solved over the telephone may ship their Sniffer products to the 
Company’s offices in Mountain View, California, for repair or replacement. As a result of the Company’s 
concentration on providing highly reliable products, costs of providing this service and support have not been 
significant. 


Customers 
As of June 30, 1989, Network General had shipped over 1,000 units. Purchasers of the Company’s products 
include 41 of the Fortune 100 industrial companies and 43 of Datamation’s top 100 data processing vendors. In 
addition, the Company has provided products to many leading education, government and health care 
institutions. While initially most of the Company’s customers were data processing vendors, this segment 
currently represents approximately 25% of the Company’s sales. One customer accounted for approximately 


11% of revenues in fiscal 1987. See Note 2 of Notes to Consolidated Financial Statements. 


Purchasers of the Company’s products have included the following: 


Data Processing 


Apple Computer Inc. 

Compaq Computer Corporation 

Control Data Corporation 

Data General Corporation 

Digital Equipment Corporation 

Hewlett-Packard Company 

International Business 
Machines Corporation 

Microsoft Corporation 

NCR Corporation 

8Com Corporation 


Telecommunications 


American Telephone & Telegraph 
Company 

Bell Northern Research 

Bell Canada 

Indiana Bell Telephone Company 

Mountain States Telephone & 
Telegraph Company 

NYNEX Corporation 

Pacific Telesis Group 

Southern Bell Telephone & 
Telegraph Company 

Southwestern Bell Telephone 
Company 

US WEST 


Financial Services 


Aetna Life & Casualty Company 
Barclay’s American Corporation 
The Bear Stearns Companies, Inc. 
The Chase Manhattan Bank, N.A. 
Citibank N.A. 

CNA Financial Corporation 
London Stock Exchange 
Primerica Corporation 

Shearson Lehman Hutton Inc. 


Government 


City of Tempe, Arizona 

Florida Division of Corporations 

General Services Administration 

Lawrence Livermore National 
Laboratory 

National Science Foundation 

Texas Department Human Resources 

Pentagon 

U.S. Department of Army 

Federal Aviation Administration 
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Industrial 


Amoco Corporation 

Chrysler Corporation 

Dow Chemical Company 

General Dynamics Corporation 

Hughes Aircraft Company 

Litton Industries Inc. 

Minnesota Mining & 
Manufacturing Co. 

Owens-Corning Fiberglas Corporation 

Rockwell International Corporation 

Westinghouse Electric Corporation 


Education 


Baylor University 

Case Western Reserve University 
Dartmouth College 

Georgia Institute of Technology 
University of Michigan 
Northwestern University 
Princeton University 

Stanford University 

State University of New York 
Vassar College 


All of the customers listed above have purchased at least one Sniffer network analyzer and many have 
purchased multiple units. Since the market for LAN analysis tools is new, purchasing patterns of existing and 
potential customers have not yet become clear. As a result, it is difficult for the Company to precisely estimate 
the requirements of its customers and, therefore, the size of its potential market. 


Competition 

A substantial number of companies, both large and small, are currently marketing some form of LAN 
analysis tool. Nonetheless, the Company’s principal competitors to date have been Hewlett-Packard Company 
and Excelan, Inc., which was recently acquired by Novell, Inc. These companies have greater name recogni- 
tion, more extensive engineering, manufacturing and marketing capabilities and substantially greater financial, 
technological and personnel resources than those available to the Company. Network General competes on the 
basis of several product features, including speed of operation, ease of use, protocol layers decoded, breadth of 
technologies and protocols supported, and the variety and relevance of analysis features. To a lesser extent, the 
Company also competes on the basis of price. Despite the fact that its products are generally priced higher than 
those of its principal competitors, the Company has been able to compete successfully due to the functional 
advantages of its products versus those of its competitors. 


The LAN industry is characterized by rapid technological advances and can be significantly affected by 
product introductions and market activities of industry participants. In addition to its current principal 
competitors, the Company expects substantial competition from established and emerging computer, commu- 
nications and test instrument companies. There can be no assurance that the Company will be able to compete 
successfully in the future with these existing or anticipated competitors and the effects of such competition 
could be more adverse than would be the case if the Company had a broader product line. In particular, 
competitive pressures from existing or new competitors which offer lower prices or introduce new products 
could result in price reductions that would adversely affect the Company’s operating margins. The Company’s 
ability to compete successfully with current and potential competitors will depend to a significant extent on its 
ability to continue developing technologically superior products and adapt to changes in its market. 


Product Development 

Dr. Harry J. Saal and Dr. Leonard J. Shustek, the Company’s founders, developed the technology which 
serves as the basis for the Company’s Sniffer products (the “Technology”) while employed at Nestar. Pursuant to 
an agreement entered into between Nestar and the Company in May 1986, the Company acquired exclusive 
ownership of the Technology and all related documentation. Utilization of the Technology, developed over a 
number of years at Nestar, allowed rapid introduction of the first version of the Sniffer product line. 


The Company believes that its future success depends on its ability to continue to enhance its existing 
products and to develop new products that maintain technological leadership, meet a wider range of customer 
needs and achieve market acceptance. Accordingly, the Company intends to focus its product development 
efforts on network analysis products that permit remote diagnostics and monitoring and support additional 
connection technologies and protocols. In order to successfully develop certain of these new products, the 
Company is dependent upon timely access to information about new developments relating to such technology 
and standards. There can be no assurance that such information will continue to be available, that the Company 
will be able to develop and market new products successfully or that the Company will be able to respond 
effectively to technological changes or new product announcements by others. 


During fiscal 1987, 1988, and 1989 and the first quarter of fiscal 1990, research and development expenses 
were approximately $158,000, $365,000, $907,000 and $347,000, respectively. To date, all of the Company’s 
research and development expenses have been charged to operations as incurred. The Company has engaged in 
some customer-sponsored research and development activities relating to its OEM agreements, but believes that 
the expenses associated with these agreements have not been material. 


Manufacturing and Suppliers 


The Company’s manufacturing operations consist primarily of final assembly and test and quality control 
of materials, components, subassemblies and systems. The Company believes its quality control procedures 
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have been instrumental in achieving the high performance and reliability of its products. To date, the Company 
has experienced negligible customer returns of its products. The Company presently uses third parties to 
perform printed circuit board assembly. 


The Company’s reliance on third party suppliers involves several risks, including limited control over 
quality and delivery schedules. In the past, quality control problems on the platforms supplied to the Company 
have caused delays in shipments of the Company’s products. The Company does not currently have a long-term 
contract with any of its suppliers and acquires hardware through distributors on a purchase order basis. If the 
Company experiences significant quality control problems or supply shortages in the future, its revenues and 
profitability could be adversely affected. 


While the total time elapsed from first contact with a potential customer to receipt of a valid purchase 
order can typically consume three to six months, the Company attempts to ship its products to customers within 
two weeks of receipt of a complete and correct purchase order. Backlog of orders generally represents less than 
one month’s revenues and, as such, is not considered material. 


Proprietary Rights and Licenses 

The Company does not hold any patents and relies upon copyright, trademark and trade secret laws to 
establish its proprietary rights in its products. Because the LAN industry is characterized by rapid technological 
change, the Company relies principally upon innovative management, technical expertise and marketing skills 
to develop, enhance and market its products. 


The Company’s two founders developed the Technology while employed at Nestar. The Company 
acquired exclusive ownership of the Technology through a May 1986 agreement with Nestar. As the considera- 
tion for the Technology, the Company paid Nestar cash and granted Nestar a perpetual, non-exclusive and 
royalty free license to manufacture and use the ARCNET Sniffer product line for internal purposes only. 
Simultaneously, Drs. Saal and Shustek resold all of their shares of Nestar Common Stock to Nestar and 
purchased certain equipment from Nestar. Nestar also was granted the right to continue manufacturing and 
selling the ARCNET Sniffer board being manufactured by Nestar at the time of the agreement in exchange for 
a royalty to the Company of 15% of Nestar’s gross profit on the product. The Company understands that, to 
date, no ARCNET Sniffer boards have been sold by Nestar and, accordingly, no royalty payments have been 
received from Nestar. 


Employees 

As of June 30, 1989, the Company employed a total of 47 persons, including 22 in marketing and sales, 8 in 
product development, 9 in manufacturing and support, and 8 in management, administration and finance. As 
part of its strategy of keeping fixed costs as low as possible, the Company has utilized the services of manufac- 
turer's representatives, consultants and other vendors extensively in its sales, development and manufacturing 
activities. The Company anticipates that an increasing portion of its research and development in the future 
will be performed by Company employees rather than outside consultants. None of the Company’s employees is 
represented by a labor union. The Company has experienced no work stoppages and believes that its employee 
relations are good. 


Competition in the recruiting of personnel in the computer and communications industry is intense. The 
Company believes that its future success will depend in part on its continued ability to hire and retain qualified 
management, marketing and technical employees and independent contractors. 


Properties 

The Company’s principal administrative, marketing, manufacturing and product development facilities 
consist of 10,500 square feet in a modern building in an office park in Mountain View, California. The 
Company occupies this space under a sublease agreement that expires in July 1990. See Note 4 of Notes to 
Consolidated Financial Statements. 


The Company currently expects to move to new facilities during fiscal 1990, and expects that suitable 
additional or substitute space will be available as needed. 
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MANAGEMENT 


Directors and Executive Officers 
The directors and executive officers of the Company are as follows: 


Name Age Position 
Harry J. Saal 45 President, Chief Executive Officer 
and Director 
Leonard J. Shustek 41 Executive Vice President, 


Research and Development, 
Secretary and Director 


Roger C. Ferguson 46 Vice President, Chief Financial 
Officer and Chief Operating 
Officer 

George E. Comstock 65 Vice President, Business 
Development 

Morey R. Schapira 40 Vice President, Sales 

Michael C. Child 84 Director 

Laurence R. Hootnick 47 Director 

Gregory M. Gallo 47 Director 


Dr. Saal, a founder of the Company, has served as President and a director of the Company since its 
inception in May 1986. He also was the Company’s Chief Financial Officer from May 1986 until November 
1987. In 1978, Dr. Saal and Dr. Shustek co-founded Nestar Systems, Incorporated, a producer of local area 
network systems for personal computers. Dr. Saal served as the President of Nestar from its inception until 
January 1984, and was Chief Scientist from January 1984 to May 1986. He is also a director of Personal 
Computer Products, Inc. He holds a PhD in High Energy Physics from Columbia University. 


Dr. Shustek, a founder of the Company, has served as Secretary and a director of the Company since its 
inception. Dr. Shustek also served as the Company’s Vice President, Research and Development, from its 
inception until May 1987, at which time he was promoted to the position of Executive Vice President, Research 
and Development. Dr. Shustek was employed by Nestar as its Vice President, Research and Development, from 
October 1978 to April 1984, and as its Vice President of Future Technology from April 1984 to May 1986. He 
holds a PhD in Computer Science from Stanford University. 


Mr. Ferguson served as Vice President, Operations, and Chief Financial Officer of the Company from 
December 1987 through June 1989 at which time he was appointed Chief Operating Officer. From October 
1984 to June 1987, he served as the Chief Financial Officer and Executive Vice President of Sytek, Inc., a 
producer of networking products. From October 1982 to October 1984, Mr. Ferguson held the positions of Vice 
President and Controller of General Instrument Corporation. He received his BA from Dartmouth College and 
an MBA from the Amos Tuck School of Business Administration, Dartmouth College. 


Mr. Comstock was named Vice President, Business Development, in June 1989. He was Vice President, 
Marketing and Sales, since November 1986. From June 1983 to November 1986, Mr. Comstock worked as an 
independent marketing consultant. He also founded and worked from 1977 to 1983 as the President of Durango 
Systems, Inc., a producer of supermicrocomputers for business applications. Mr. Comstock also served as the 
President of Diablo Systems, Inc., a producer of components for computer printers, from July 1969 to mid 
1977. He holds a BS in both Electrical Engineering and Mechanical Engineering from Worcester Polytechnic 
Institute and was named an honorary Doctor of Engineering by that institute. He also holds an MS in Physics 
from California Institute of Technology. 


Mr. Schapira was named Vice President, Sales, of the Company in June, 1989. He joined Network General 
Corporation in September 1987, and served most recently as the Company’s National Sales Manager. From July 
1985 to September 1987, he was National Distributor Sales Manager for Micro Power Systems, Inc., a producer 
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of data conversion products. Prior to that, he held various sales and marketing management positions during 
eight years of employment with Hewlett-Packard Corporation. He received a BS in physics from Case Western 
Reserve University and an MBA from Harvard Business School. 


Mr. Child has served as a director of the Company since December 1987. Mr. Child is a partner of TA 
Associates, a venture capital firm, where he has been employed since July 1982. He is also a director of Cadence 
Design Systems, Inc., DH Technology, Inc., Samna Corporation and Novellus Systems, Inc. Mr. Child holds a BS 
in Electrical Engineering from the University of California, Davis, and an MBA from Stanford Graduate School 
of Business. 


Mr. Hootnick was elected a director of the Company in April 1989. Since July 1973 he has been employed 
by Intel Corporation, where he currently holds the position of Senior Vice President. Mr. Hootnick received a 
BS in Industrial Management from the Massachusetts Institute of Technology and an MBA from the University 
of Maryland. 


Mr. Gallo was elected a director of the Company in April 1989. He is a member of Ware & Freidenrich, a 
Professional Corporation, the Company’s general counsel, where he has been employed since 1973. He is also a 
director of Maxtor Corporation. Mr. Gallo holds a BS in Political Science from the University of Wisconsin, 
Madison, and a JD from Harvard Law School. 


All directors hold office until the next annual meeting of stockholders or the election and qualification of 
their successors. Directors currently receive no compensation for serving on the Board. However, each of the 
Company’s three non-employee directors have been granted an option to purchase 30,000 shares of Common 
Stock under the Company’s Outside Directors Stock Option Plan as described below. The Board of Directors 
elects officers annually and such officers serve at the discretion of the Board. There are no family relationships 
among directors or officers of the Company. 


Limitation of Liability and Indemnification 

Pursuant to provisions of the Delaware General Corporation Law, the Company has adopted provisions in 
its Certificate of Incorporation which eliminate the personal liability of its directors to the Company and its 
stockholders for monetary damages for breach of their duty of due care. With the approval of its Board and 
stockholders, the Company amended its Bylaws in December 1987 to require the Company to indemnify its 
directors, officers, employees and agents to the full extent permitted by the Delaware General Corporation Law, 
including those circumstances in which indemnification would otherwise be discretionary. The amended 
Bylaws expressly authorize the use of indemnity agreements, and, with the approval of its stockholders, the 
Company has entered into such agreements with each of its directors and executive officers. 


Executive Officer Cash Compensation 


The following table sets forth the cash compensation paid to each of the Company’s executive officers 
whose cash compensation exceeded $60,000 and all executive officers as a group for the fiscal year ended March 
31, 1989: 


Cash Compensation (1) 


Name of Individual or Base Bonus 
Number in Group Capacities in Which Served Salary Plan 
Harry J. Saal President and Chief Executive $128,542 $172,368 
Officer 
Leonard J. Shustek Executive Vice President, 91,442 123,236 


Research and Development, 
and Secretary 


George E. Comstock (2) Vice President, Marketing and 280,439(3) 13,756 
Sales 

Roger C. Ferguson (2) Vice President, Operations, 153,551(4) 13,756 
and Chief Financial Officer 

All executive officers as a $608,974(3)(4) $328,111 


group (4 persons) (5) 
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(1) These figures include cash bonuses paid in fiscal 1990 for services rendered in fiscal 1989 and amounts 
deferred pursuant to the 401(k) Plan of Network General, as described below. 


(2) In June 1989, the Company’s Board of Directors appointed Mr. Ferguson to the additional position of 
Chief Operating Officer and changed Mr. Comstock’s position to Vice President, Business Development. 
At the same time, the Board of Directors also elected Morey R. Schapira to the position of Vice President, 
Sales. 


(3) Includes approximately $148,215 in sales commissions paid to Mr. Comstock pursuant to his compensation 
arrangement with the Company. 


(4) Includes approximately $78,551 in sales commissions paid to Mr. Ferguson pursuant to his compensation 
arrangement with the Company. 


(5) Does not include $136,995 in base compensation and $7,337 paid under the Company’s bonus plan to Mr. 
Schapira with respect to his services as national sales manager in fiscal 1989. 


Cash Bonus Plan 


In fiscal 1988, the Company initiated a bonus plan for officers and key employees which provided for 
payment of cash bonuses to the participants based upon the Company attaining certain revenue and operating 
profit goals and each participant’s peformance during the fiscal year. The Company’s Board of Directors 
determines the amounts and recipients of the cash bonuses and establishes the specific goals upon which the 
awards are based. With respect to fiscal 1988, approximately 15 persons participated in and received cash 
bonuses totalling approximately $180,000 under the plan. The following five current executive officers of 
Network General received the following cash bonuses under the plan for services performed in fiscal 1988: 
Dr. Saal-$81,095; Dr. Shustek-$61,095; Mr. Comstock-$10,001; Mr. Ferguson-$7,345; and Mr. Schapira- 
$4,632. Approximately 26 employees participated in the plan and received bonuses of approximately $456,980 
with respect to fiscal 1989. The Company’s directors who are not executive officers are not eligible to participate 
in the bonus plan. The Company intends to continue accruing and paying bonuses under this plan in fiscal 1990. 


401(k) Plan 

Effective September 15, 1988, the Company adopted a tax deferred savings plan (the ““401(k) Plan’) that 
covers all employees, other than those classified as temporary employees. Employees may contribute from 1% to 
15% of their compensation to the 401(k) Plan on a pre-tax basis, subject to statutory limitations. The Company 
may match an employee’s pre-tax contribution at the discretion of the Company’s Board of Directors. The rates 
of pre-tax and matching contributions may be reduced with respect to highly compensated employees, as 
defined in the Internal Revenue Code of 1986, as amended (the “Code’”), so that the 401(k) Plan will comply 
with Sections 401(k) and 401(m) of the Code. Pre-tax and matching contributions are allocated to each 
employee’s individual account, which is invested in selected mutual funds according to the directions of the 
employee. An employee's pre-tax contributions are fully vested and nonforfeitable at all times. Matching 
contributions vest ratably over three years of service. An employee may forfeit unvested amounts upon 
termination of employment, unless the termination is because of death, disability or retirement. 


For fiscal 1989, the Company made matching contributions pursuant to the 401(k) Plan totalling $20,135, 
or 25% of employee’s pre-tax contributions, for all employees of Network General as a group (excluding 
executive officers). Each current executive officer received a matching contribution pursuant to the 401(k) Plan 
of $2,302 with respect to fiscal 1989. 


Stock Purchase Plan 

On December 15, 1988, the Board of Directors adopted an employee stock purchase plan, subject to 
stockholder approval (the “Stock Purchase Plan”). The Stock Purchase Plan allows eligible employees to 
purchase Common Stock of the Company through payroll deductions. The Stock Purchase Plan is intended to 
qualify as an “employee stock purchase plan” under Section 423 of the Code. The Company has reserved 
150,000 shares of its authorized but unissued Common Stock for issuance to eligible employees. Each offering of 
Common Stock under the Stock Purchase Plan will be for a period of six months, commencing on January 1 and 
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July 1 of each year and ending on June 30. and December 31, respectively, of the same year. However, the first 
offering period commenced on February 2, 1989 and ended on June 30, 1989. The purchase price of shares 
acquired in any offering under the Stock Purchase Plan will be set by the Board of Directors; provided, 
however, that the purchase price will generally be 85% of the lesser of (a) the fair market value of the shares on 
the first day of the offering period and (b) the fair market value of the shares on the last day of the offering 
period. 


Stock Option Plan 

In February 1989, the Board of Directors adopted the 1989 Stock Option Plan, subject to stockholder 
approval (the “Stock Option Plan’’). A total of 250,000 shares are reserved for issuance under the Stock Option 
Plan. The Stock Option Plan provides for the grant of both incentive stock options and nonqualified stock 
options. As of June 30, 1989, only nonqualified stock options had been granted under the Stock Option Plan. 
Generally, the nonqualified stock options become exercisable over a three year period at the rate of one-third 
for each year of continuous service after the vesting commencement date designated by the Board. 


As of June 30, 1989, all of the Company’s 47 employees were eligible to participate in the Stock Option 
Plan. As of that date, there were 44 participants in the Stock Option Plan, and options to purchase 188,500 
shares were outstanding with exercise prices ranging from $8.00 to $12.75 per share, a weighted average 
exercise price of $10.30 per share and with expiration dates ranging from February 28, 1994 to June 16, 1994. 
Also, no options had been exercised or cancelled, and there were 61,500 shares available for future option 
grants. During fiscal 1989, options to purchase an aggregate of 86,000 shares of Common Stock at a weighted 
average per share exercise price of $8.23 were granted under the Option Plan to all of the Company’s employees 
as a group (excluding executive officers). 


During fiscal 1989, Mr. Schapira, the Company’s Vice President, Sales, was granted an option under the 
Option Plan to purchase 20,000 shares at an exercise price of $8.00 per share and with an expiration date of 
February 28, 1994. In June 1989, he was granted another option to purchase an additional 20,000 shares at an 
exercise price of $11.875 per share and an expiration date of June 16, 1994. Mr. Ferguson, the Company’s Chief 
Operating and Financial Officer, was also granted an option in June for 15,000 shares at an exercise price of 
$11.875 per share and with an expiration date of June 16, 1994. 


Nonqualified stock options granted under the Stock Option Plan must have an exercise price equal to at 
least 85% of the fair market value of the Common Stock of Network General, as determined by the Board of 
Directors, on the date of grant. Incentive stock options granted under the Stock Option Plan must have an 
exercise price equal to at least 100% of the fair market value of the Common Stock of Network General, as 
determined by the Board of Directors, on the date of grant. Any options granted under the Stock Option Plan to 
an optionee who at the time of grant owns stock comprising more than 10% of the total combined voting power 
or value of all classes of the Company’s stock or that of its subsidiaries must have an exercise price equal to at 
least 110% of the fair market value of the Common Stock of the Company, as determined by the Board of 
Directors, on the date of grant. 


Outside Directors Stock Option Plan 

The Board of Directors adopted the Network General Corporation 1989 Outside Directors Stock Option 
Plan (the “Directors Plan”) in April 1989, subject to stockholder approval. The Directors Plan provides for the 
granting of nonqualified stock options at fair market value on the date of grant to directors of the Company who 
are not employees of the Company. Generally, the options become exercisable over a three year period at the 
rate of one-third for each year of continuous service as a director after the vesting commencement date 
designated by the Board. The Directors Plan provides that each outside director receives an initial grant of an 
option to purchase 30,000 shares of Common Stock and a subsequent grant of an option to purchase 5,000 
shares on each anniversary of the initial grant date. A total of 180,000 shares are reserved for issuance under the 
Directors Plan. 


In April 1989, Mr. Child, Mr. Gallo and Mr. Hootnick, the Company’s three outside directors, were each 
granted an option to purchase 30,000 shares under the Directors Plan at an exercise price of $10.50 and with an 
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expiration date of April 6, 1999. As of June 1, 1989, the three outside directors were still the only individuals 
eligible to participate in the Directors Plan. Options were granted subject to stockholder approval of the 
Directors Plan and remain outstanding. No other options have been granted under the Directors Plan. 


Common Stock Award Plan 


In June 1989, the Board of Directors adopted the Network General Corporation 1989 Common Stock 
Award Plan (the “Award Plan”), which provides for the award of shares of Common Stock to the Company’s 
independent sales representatives and consultants based on their quarterly performance. A total of 60,000 
shares of Common Stock are reserved for issuance under the Award Plan. Employees of the Company 
(including directors and officers) may not participate in the Award Plan. See Note C of Notes to Condensed 
Consolidated Interim Financial Statements. 


CERTAIN TRANSACTIONS 


Stock Transactions 


Harry J. Saal and Leonard J. Shustek may be considered to be “founders” of the Company within the 
meaning of the rules and regulations under the Securities Act of 1933, as amended (the “Act’’). In May 1986, 
Drs. Saal and Shustek each purchased 1,500,000 shares of the Company’s Common Stock at a price per share of 
$.0083. 


In a private financing held in December 1987, the Company sold an aggregate of 1,092,829 shares of Series 
A Preferred Stock at $1.83 per share to seven sophisticated investors, including 928,161 shares to five entities 
affiliated with TA Associates, a venture capital firm (the “TA Associates Group’). Michael C. Child, a director of 
the Company, is a partner of TA Associates, which either controls or serves as the general partner of each of the 
entities in the TA Associates Group. Accordingly, Mr. Child may be deemed to share voting and investment 
power with respect to the shares held by the TA Associates Group. 


In April 1989, the Company granted an option to purchase 30,000 shares of the Company's Common Stock 
to each of Mr. Child, Mr. Gallo and Mr. Hootnick, the non-employee directors of the Company, pursuant to the 
Company’s Outside Directors Stock Option Plan. See “Management — Outside Directors Stock Option Plan.” 


Other Transactions 


In May 1986, Drs. Saal and Shustek each made loans to the Company in the principal amount of $10,000. 
The Company repaid both loans, with interest, in June 1987. 


In June 1986, the Company entered into a master agreement to lease computer and office equipment from 
S&S Leasing Partnership, a company that is wholly owned by Drs. Saal and Shustek (“S&S”). The Company 
believes that the terms of its leasing arrangements with S&S are no less favorable than could have been obtained 
from unaffiliated parties. In fiscal 1987, 1988 and 1989 and the first quarter of fiscal 1990, the Company made 
lease payments of approximately $27,875, $107,075, $133,890 and $35,871, respectively, to S&S. The equip- 
ment leases entered into pursuant to the master agreement, as amended, were renewed in December 1988 and 
will expire in December 1989. The Company does not intend to lease any additional equipment from S&S 
beyond the items currently subject to leases and may purchase all equipment currently under lease at fair 
market value, thus terminating the lease agreement. 


The Company has entered into indemnity agreements with each of its directors and executive officers. 
Those agreements require the Company to indemnify such individuals to the full extent permitted by the 
Delaware General Corporation Law. See “Management — Limitation of Liability and Indemnification.” 


The Company will not extend or guarantee loans to officers, directors, employees or affiliates of the 
Company unless such loans are approved by a majority of the directors and a majority of the disinterested, 
independent, outside directors of the Company, may reasonably be expected to benefit the Company and are 
for bona fide business purposes. In addition, all transactions between the Company and its officers, directors, 
principal stockholders or affiliates have been and will be on terms no less favorable to the Company than could 
be obtained from unaffiliated parties. All such future transactions will be approved by a majority of the 
Company’s directors and a majority of the disinterested outside directors. 
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PRINCIPAL AND SELLING STOCKHOLDERS 


The following table sets forth certain information regarding beneficial ownership of the Company’s 
Common Stock as of June 30, 1989 and as adjusted to reflect the sale of the shares offered by this Prospectus by 
(i) each person who is known by the Company to own beneficially more than 5% of the Company’s Common 
Stock, (ii) each of the Company’s directors, (iii) all directors and executive officers as a group and (iv) each 
Selling Stockholder. 


Shares Beneficially Shares Beneficially 
Owned Prior to Owned After 
Offering (1) Nauber of Offering (12) 
Beneficial Owner Number Percent Shares Offered Number Percent 
Harry J. Saal (3) 1,275,000 20.6% 125,000 1,150,000 16.8% 


Network General Corporation 
1945A Charleston Road 
Mountain View, CA 94043 


Leonard J. Shustek (4) 1,275,000 20.6% 175,000 1,100,000 16.1% 
Network General Corporation 

1945A Charleston Road 

Mountain View, CA 94043 


TA Associates Group (5) 694,598 11.2% 174,111 520,487 7.6% 
45 Milk Street 
Boston, MA 02109 


George E. Comstock 278,000 4.5% 90,000 188,000 2.7% 
Roger C. Ferguson (6) 155,000 2.5% 25,000 130,000 1.9% 
Chestnut III Limited 80,368 1.3% 20,145 60,228 ° 
Partnership 

DESIFTA LIMITED 42,863 . 10,744 32,119 - 
Gregory M. Gallo 500 ‘i — 500 ° 
Laurence R. Hootnick 500 . — 500 : 
Michael C. Child (7) 694,598 11.2% 174,111 520,487 7.6% 
All directors and executive 8,678,598 59.3% 589,111 3,089,487 45.1% 


officers as a group 
(8 persons) (3)(6)(7) 


(*) Less than one percent. 


(1) Except as indicated in the footnotes to this table, the persons named in the table have sole voting and 
investment power with respect to all shares of Common Stock shown as beneficially owned by them, 
subject to community property laws where applicable. 


(2) Assuming no exercise of the Underwriters’ over-allotment option to purchase up to 190,500 shares from the 
Company. See “Underwriting.” 


(3) Includes 67,794 shares held by Dr. Saal’s children. Dr. Saal disclaims beneficial ownership of such shares. 


(4) Does not include 33,897 shares held by Dr. Shustek as custodian under the Uniform Transfers to Minors 
Act for a child of Dr. Saal. Dr. Shustek disclaims beneficial ownership of such shares. 


(5) Includes shares held by the following entities: Advent V Limited Partnership (335,213); Advent Atlantic 
and Pacific Limited Partnership (219,341); Chestnut Capital International II (82,376) (registered in the 
name of Bost & Co.); Advent Industrial Limited Partnership (53,579); and TA Investors (4,089); which are 
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selling 84,026 shares, 54,981 shares, 20,649 shares, 13,430 shares and 1,025 shares, respectively. Mr. Child, 
a director of the Company, is a partner of TA Associates, which either controls or serves as the general 
partner of each of the five entities in the TA Associates Group. See footnote 7 below. 


a 
2 


Includes 116,667 shares which are subject to a repurchase option of the Company which lapses over time. 


a 


Includes the same shares as indicated to be held by the TA Associates Group. See footnote 5 above. 
Mr. Child disclaims beneficial ownership of all but 1,840 of the shares held by the TA Associates Group. 


DESCRIPTION OF CAPITAL STOCK 


The authorized capital stock of the Company consists of 10,000,000 shares of Common Stock, par value 
$.01 per share, and 1,907,171 shares of Preferred Stock, par value $.01 per share. 


Common Stock 


As of June 30, 1989, there were 6,199,829 shares of Common Stock outstanding held by 90 stockholders of 
record and approximately 800 beneficial holders. There will be approximately 6,849,829 shares of Common 
Stock outstanding (assuming the Underwriters’ over-allotment option is not exercised) after giving effect to the 
sale of the shares of Common Stock offered hereby. 


Subject to preferences that may be applicable to any outstanding Preferred Stock, holders of Common 
Stock are entitled to receive ratably such dividends as may be declared by the Board of Directors out of funds 
legally available therefor. See “Dividend Policy.” Each holder of Common Stock is entitled to one vote for each 
share held of record by him or her. In the event of a liquidation, dissolution or winding up of the Company, 
holders of Common Stock are entitled to share ratably in all assets remaining after payment of liabilities and the 
liquidation preference of any outstanding Preferred Stock. Holders of Common Stock have no preemptive 
rights and have no rights to convert their Common Stock into any other securities and there are no redemption 
provisions with respect to such shares. All of the outstanding shares of Common Stock are fully paid and non- 
assessable. 


Preferred Stock 


As of June 30, 1989, there were no shares of Preferred Stock outstanding. The Preferred Stock may be 
issued from time to time in one or more series. The Company’s Board of Directors has authority to provide for 
the issuance of the shares of Preferred Stock in series, to establish from time to time the number of shares to be 
included in each such series and to fix the designation, powers, preferences and rights of the shares of each such 
series and the qualifications, limitations or restrictions thereof, without any further vote or action by the 
stockholders. The issuance of Preferred Stock could decrease the amount of earnings and assets available for 
distribution to holders of Common Stock or adversely affect the rights and powers, including voting rights, of 
the holders of the Common Stock, and may have the effect of delaying, deferring or preventing a change in 
control of the Company. The Company has no present plans to issue any shares of Preferred Stock. 


Transfer Agent and Registrar 
The transfer agent and registrar for the Company’s Common Stock is Bank of America N.T. & S.A. 


SHARES ELIGIBLE FOR FUTURE SALE 


Upon completion of this offering, the Company will have approximately 6,849,829 shares of Common 
Stock outstanding (assuming no exercise of the Underwriters’ over-allotment option). Of these shares, the 
1,270,000 shares sold in this offering and the 2,185,000 shares sold in the Company’s initial public offering will 
be freely transferable without restriction or further registration under the Act, except for any shares purchased 
by an existing “affiliate” of the Company, as that term is defined by the Act (an “‘Affiliate”), which shares will be 
subject to the resale limitations of Rule 144 adopted under the Act. 


The holders of all of the Company’s “restricted shares” as defined in Rule 144 have agreed not to offer, sell, 
contract to sell or grant any option to purchase or otherwise dispose of any shares of Common Stock of the 
Company owned by them prior to October 1, 1989 without the prior written consent of the Representatives of 
the Underwriters. On October 1, 1989, 2,652,000 restricted shares will be eligible for sale in the public market 
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under Rule 144. The remaining 742,829 restricted shares will become eligible for sale in this public market 
under Rule 144 in December 1989. The Company has also agreed not to offer, sell, contract to sell or otherwise 
dispose of any shares of Common Stock or any securities convertible into or exercisable or exchangeable for 
Common Stock or any rights to acquire Common Stock for a period of 90 days after the date of this Prospectus 
without the prior written consent of the Representatives of the Underwriters, subject to certain limited 
exceptions. 


In general, under Rule 144 as currently in effect, any person (or persons whose shares are aggregated) who 
has beneficially owned shares for at least two years is entitled to sell, within any three-month period, a number 
of shares that does not exceed the greater of 1% of the then outstanding shares of the Company's Common Stock 
(approximately 68,500 shares immediately after the offering) or the average weekly trading volume of the 
Company’s Common Stock in the over-the-counter market during the four calendar weeks preceding the date 
on which notice of the sale is filed with the Securities and Exchange Commission. Sales under Rule 144 are also 
subject to certain manner of sale provisions, notice requirements and the availability of current public 
information about the Company. Any person (or persons whose shares are aggregated) who is not deemed to 
have been an Affiliate of the Company at any time during the three months preceding a sale, and who has 
beneficially owned shares within the definition of “restricted securities” under Rule 144 under the Act for at 
least three years, is entitled to sell such shares under Rule 144(k) without regard to the volume limitations, 
manner of sale provisions, public information requirements or notice requirements. 


Registration Rights 

The holders of 817,829 shares of Common Stock (the “Registrable Shares”) acquired upon the automatic 
conversion of previously issued shares of Series A Preferred Stock upon the closing of the Company’s initial 
public offering are entitled to request that the Company file a registration statement under the Act covering the 
sale of some or all of the shares owned by such holders, subject to certain conditions. The Company is required 
to effect no more than one such registration. In addition, in the event the Company proposes to register any of 
its shares of Common Stock under the Act, including the offering contemplated by this Prospectus, the holders 
of the Registrable Shares, Drs. Saal and Shustek, who together hold a total of 2,550,000 shares of Common 
Stock, and other employees of the Company designated by the Board of Directors are entitled to require the 
Company to include all or a portion of their shares in such registration, subject to certain conditions. All fees, 
costs, and expenses of such registrations will be borne by the Company, provided that such holders will be 
required to bear their pro rata share of the underwriting discounts and commissions. The Company will pay the 
fees, costs, and expenses of registering the shares to be sold in this offering, including the shares to be sold by the 
Selling Stockholders, pursuant to the terms of a registration rights agreement with the Company. 
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UNDERWRITING 


Subject to the terms and conditions of the Underwriting Agreement, the Underwriters named below, 
through their Representatives, Alex. Brown & Sons Incorporated and Hambrecht & Quist Incorporated, have 
agreed, severally, to purchase from the Company and the Selling Stockholders the following respective number 
of shares of Common Stock of the Company at the public offering price less the underwriting discounts and 
commissions set forth on the cover page of this Prospectus. 


Number of 

Underwriter Shares 
Alex. Brown & Sons Incorporated ...............cccccccccusseceesseeeeeseeeeusccessecuuteeeecens 635,000 
Hambrecht & Quist Incorporated ..........0....0ccccccccesevececsesuvecececeuseceseceuereeecees 635,000 
MANE ets seca weal arooie Ss & nSt0k xd "sass eee area 9 ccna toes < sarge pantie Rogease s dacs v ean vhs 1,270,000 


The Underwriting Agreement provides that the obligations of the Underwriters are subject to certain 
conditions precedent and that the Underwriters will purchase all shares of the Common Stock offered hereby if 
any such shares are to be purchased. 


The Company and the Selling Stockholders have been advised by the Representatives of the Underwriters 
that the Underwriters propose to offer the shares of Common Stock to the public at the offering price set forth 
on the cover of this Prospectus and to certain dealers at such price less a concession of not in excess of $.50 per 
share. The Underwriters may allow, and such dealers may reallow, a concession of not in excess of $.10 to other 
dealers. After the public offering, the offering price and other selling terms may be changed by the Representa- 
tives of the Underwriters. 


The Company has granted to the Underwriters an option, exercisable not later than 30 days after the date 
of this Prospectus, to purchase up to 190,500 additional shares of Common Stock at the public offering price less 
the underwriting discounts and commissions set forth on the cover page of this Prospectus. To the extent that the 
Underwriters exercise such option, each of the Underwriters will have a firm commitment to purchase 
approximately the same percentage thereof that the number of shares of Common Stock to be purchased by it 
shown in the above table represents of the total shown, and the Company will be obligated, pursuant to the 
option, to cover over-allotments made in connection with the sale of shares of Common Stock offered hereby. If 
purchased, the Underwriters will sell such additional shares on the same terms as those on which the 1,270,000 
shares are being offered. 


The Underwriting Agreement contains covenants of indemnity among the Underwriters, the Company 
and the Selling Stockholders against certain civil liabilities, including liabilities under the Act. 


The Representatives of the Underwriters have informed the Company that the Underwriters do not intend 
to confirm sales to any account over which they exercise discretionary authority. 


Stockholders of the Company, who after this offering will hold approximately 3,394,829 shares of Com- 
mon Stock in the aggregate, have agreed that they will not, without the prior written consent of the Representa- 
tives of the Underwriters, offer, sell or otherwise dispose of any shares of the Company’s capital stock owned by 
them upon the completion of this offering until October 1, 1989. 
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LEGAL MATTERS 


The validity of the shares offered hereby will be passed upon for the Company and the Selling Stockholders 
by Ware & Freidenrich, A Professional Corporation, Palo Alto, California. Mr. Gallo, a director of the 
Company, is a member of Ware & Freidenrich. Certain legal matters will be passed upon for the Underwriters 
by Wilson, Sonsini, Goodrich & Rosati, Professional Corporation, Palo Alto, California. 


EXPERTS 


The consolidated financial statements, schedules and selected financial data included in this Prospectus 
and elsewhere in the Registration Statement to the extent and for the periods indicated in their reports have 
been audited by Arthur Andersen & Co., independent public accountants, as indicated in their reports with 
respect thereto, and are included herein in reliance upon the authority of said firm as experts in giving said 
reports. 


ADDITIONAL INFORMATION 


The Company has filed with the Securities and Exchange Commission, Washington, D.C. 20549, a 
Registration Statement on Form S-1 under the Securities Act of 1933, as amended, with respect to the Common 
Stock offered hereby. This Prospectus does not contain all of the information set forth in the Registration 
Statement and the exhibits and the schedules thereto. For further information with respect to the Company and 
such Common Stock, reference is made to the Registration Statement and exhibits and schedules thereto. 
Statements contained in this Prospectus as to the contents of any contract or any other document referred to are 
not necessarily complete, and, with respect to any contract or other document filed as an exhibit to the 
Registration Statement, each such statement is qualified in all respects by reference to such exhibit. The 
Registration Statement, including exhibits thereto, may be inspected without charge at the Commission’s 
principal office in Washington, D.C., and copies of all or any part thereof may be obtained from such office after 
payment of fees prescribed by the Commission. 
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REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS 


To Network General Corporation: 


We have audited the accompanying consolidated balance sheets of Network General Corporation (a 
Delaware Corporation) and subsidiary as of March 31, 1988 and 1989, and the related consolidated statements 
of operations, stockholders’ equity and cash flows for the period from inception (May 15, 1986) to March 31, 
1987, and for the years ended March 31, 1988 and 1989. These financial statements are the responsibility of the 
Company’s management. Our responsibility is to express an opinion on these financial statements based on our 
audits. 


We conducted our audits in accordance with generally accepted auditing standards. Those standards 
require that we plan and perform the audit to obtain reasonable assurance about whether the financial 
statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting 
the amounts and disclosures in the financial statements. An audit also includes assessing the accounting 
principles used and significant estimates made by management, as well as evaluating the overall financial 
statement presentation. We believe that our audits provide a reasonable basis for our opinion. 


In our opinion, the financial statements referred to above present fairly, in all material respects, the 
financial position of Network General Corporation and subsidiary as of March 31, 1988 and 1989, and the 
results of their operations and their cash flows for the period from inception (May 15, 1986) to March 31, 1987, 
and for the years ended March 31, 1988 and 1989 in conformity with generally accepted accounting principles, 


Also, in our opinion, the information set forth in the selected consolidated financial data for the period 
from inception (May 15, 1986) to March 31, 1987, and for the years ended March 81, 1988 and 1989 appearing 
on page 9 is fairly stated, in all material respects, in relation to the financial statements from which it has been 
derived. 


ARTHUR ANDERSEN & CO. 
San Jose, California 
April 21, 1989 
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NETWORK GENERAL CORPORATION 
CONSOLIDATED BALANCE SHEETS 


(Dollars in thousands, except per share amounts) 














ASSETS 
March 31 
1988 1989 
Current Assets: 
Cash and cash equivalents ..........:.cccccseseeee nee nee nee e eee erect nee ener teeta scans ee tnes $1,379 $ 1,456 
Cash investments .......cccccceceee ese ee eee nen tenner eC EE EEE TERETE Oren EEE 1,500 11,551 
Accounts receivable, net of allowance for doubtful accounts of $38 and $98 in 
1988 and 1989, respectively............cccccse cece teen et rn renner rns 1,037 2,127 
THVETEOTIES «.. « vscinsconnos cxaadans 4 Does RamEe TF RREUTRELEN a Hes Hone cache Oana Camm NRT TMG ENRON 223 734 
Prepaid expenses and deposits ..............c:ceeeeeeee renee eee etter eee ee ns 14 70 
Prepaid taxes and deferred tax assets ...........0c:eceeceseeesrer riers rere reer n ines 120 252 
Total current ASSCtS .....ccccscceecec eee ee ence eee e ee ene eee nH ene HHO REE TORE SHEE SHEE a EME OS 4,273 16,190 
Property and Equipment, at cost: 
Demonstration and rental equipment.............:cccecee reece eee e eee e teen n entree en nn es 258 782 
Office and development equipment ..............::ceeeee teeter e ener eter 22 236 
Less — Accumulated depreciation ............c:cccceeeee eens eee eee e neers enna n ener neta es (59) (265) 
221 753 
Other Assets......ccccescceessvevecvescesweuesaeessesseesnesteeeneueeseernenseenneaeaeuseeneee oneness 20 16 


$4514 $16,959 








LIABILITIES AND STOCKHOLDERS’ EQUITY 


Current Liabilities: 





Accounts payable ........:cccccsssssceensesenseereeneeeeeneeeennaeesenaneeeneesenane gy eeuneeeenens $ 286 $ 497 
Accrued liabilities .......0.cccc cece EEE EEE Ee 539 867 
Income taxes payable ..........::cssccesseeseeen seca seen neeeeeneeneesuanseunesen seen eneueenenes 737 345 
Customer deposits......c0cccusssccsrsoansscoeseuersranererennerceaesceeuercneasnersesesaannnes 48 108 
Total current liabilities....0..0....cccccccc eee eee erect ere e nen e een eS 1,610 1,812 
Long-Term Customer Deposits..........0::0cceeerenee reeset ne ener ee nenn eee inne een e reais 75 77 





Series A Mandatorily Redeemable Convertible Preferred Stock — $.01 par value, 
preference in liquidation of $2,000 
Authorized — 3,000,000 shares 
Designated and outstanding — 1,092,829 shares in 1988 ..........ccceeeeeeeeee eee eee ens 1,968 — 


Commitments (Note 4) 
Stockholders’ Equity: 
Preferred stock — $.01 par value 
Authorized — 1,907,171 shares ..........ccceceeee reece nner eee — — 
Outstanding — none 
Common stock — $.01 par value 
Authorized — 10,000,000 shares 


Outstanding — 3,754,000 shares in 1988 and 6,199,829 shares in 1989............. 37 62 
Additional paid-in capital ...............cccccceee ener nee nr ne res 16 11,637 
Retained earnings ........:::ccsssecsseenscceeenaneeeeoen seen nena nseus een eesnetaa rena eeeuns 808 3,371 

Total stockholders’ equity ...........::csesceseeeeeeeeesenee nee eee neste sence senna ennees 861 15,070 





$4,514 $16,959 








The accompanying notes are an integral part of these consolidated balance sheets. 
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NETWORK GENERAL CORPORATION 
CONSOLIDATED STATEMENTS OF OPERATIONS 


(Dollars in thousands, except per share amounts) 


Inception 
(May 15, 
1986) 
to 
March 31, 
1987 
FOV GTAISER toes ves a vnnn'n sone wove eaes Chad F 4 WWE A utBN duns pueene xddmiemayeceaan'e $556 
Cost: of Revenites. is seas cars vwickis Gutta s chor enn aseane utboswenteewams tence es 160 
RRC: PI GITRY ness tases vino sates ns bare « epg aeipe 8 ¢-d 4 Bw Plead c mans o- 396 
Operating Expenses: 
Marketing and sales ...........0......cccccceceseceeeeeeeeuueceseceueeeececees 66 
Research and development ...............0..00cccccccceccceuccceeecececeee. 158 
General and administrative..........000.000.00cccce cece cece ccececececceeece. 170 
894 
Income from operations............0...000cccccceecccuceceusceeecce. 2 
Interest Income (Expense), net ............ 0... ccccccceccecccuccecececcecceece. (2) 
Income before provision for income taxes...................0..2. — 
Provision for Income Taxes.............00..00ccccececeeceececeecceeeceececeece. — 
HEU TGOIIG 6 wines a i ccs s rnin snaonu-s wns panne santin vse ¥ Gate couieenacaas $— 
BaMings. Per SHAVE sys sis s nase veavee nose vvseed sewas jaded hessae Gece loen « oases $— 


Weighted Average Common and Common Equivalent Shares 


Oe tba as «sina F secs s Gazvs 4 wep ¢UaAWH F deG x hase seeds sms meee pacowea 8,276,000 


March 31, 
1988 


$4,911 


1,128 
8,783 


1,302 
865 
689 


2,356 


1,427 
33 


1,460 
628 


$ 832 
2 


| 


A 
jt 


| 


3,903,000 





























The accompanying notes are an integral part of these consolidated financial statements. 
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NETWORK GENERAL CORPORATION 
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY 


(Dollars in thousands, except per share amounts) 


Sale of common stock at $.0033 per share to 
founders 
Issuance of common stock at $.0033 per share in 
exchange for notes receivable 
Net income 


Balance, March 81, 1987 
Change in par value to $.01 per share upon 
reincorporation from California to Delaware....... 
Exercise of stock options at $.10 per share........... 
Collections on notes receivable from sale of stock .. 
Net income 


Balance, March 31, 1988 
Initial public offering of common stock at $8.00 
per share, net of issuance costs of $1,146 
Conversion of mandatorily redeemable preferred 
stock into common stock............0.:cceeeeeeee ee eees 
Net income 


Balance, March 81, 1989 


Common Stock 


Shares Amount 
3,000,000 $10 
579,000 2 
3,579,000 12 
= 24 
175,000 1 
3,754,000 87 
1,353,000 14 
1,092,829 11 
6,199,829 $62 


Additional Receivable 


Paid-in 
Capital 














Notes 


from Sale 
of Stock 


Retained 








Earnings _ Total 
$— $ 10 
— 10 
(24) — 
— 17 
_— 2 
832 832 
808 861 
— . 9,678 
— 1,968 
2,563 2,563 
$3,371 $15,070 





The accompanying notes are an integral part of these consolidated financial statements. 
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NETWORK GENERAL CORPORATION 
CONSOLIDATED STATEMENTS OF CASH FLOWS 


(In thousands) 


Inception 
(May 15, 1986) Year Ended Year Ended 
to March 31, March 31, March 31, 
1987 1988 1989 
Cash Flows from Operating Activities: 
Nt INGORE ‘ccc. wine teas can a2 a50F Teen pemeuE se qeRa< Pees Manas wanamconedon $ — $ 832 $ 2,563 
Adjustments to reconcile net income to net cash provided by 
operating activities — 

















Depreciation and amortization ................ccccccceecseuceuceuee 7 56 285 
Provision for doubtful accounts...............0..ccccceceeceuceeceees — 88 70 
(Increase) decrease in assets — 
Accounts receivable ...............c.ccccccecececeeusecucucececeveees (212) (863) (1,160) 
INVentOries...... 00... cesees cues suneescuts svat uetevssenceveaseceuves (20) (208) (495) 
Prepaid expenses and deposits ..............c..cccececceeceececees = (14) (56) 
Prepaid taxes and deferred tax assets ..............cccceececeeees — (120) (182) 
MIE USES 5.5 iser ss amas « sowie Garona 6 borv 4 vache ens a ans oe ec eases 4 ec (25) 1 2 
Increase (decrease) in liabilities — 
Accounts payable and accrued liabilities ........................ 286 5389 5389 
Ineortie taxes payable ....i...0.0+s00cs renee rnnnvsowesy sven vees ance — 736 (392) 
Net cash provided by operating activities.................... 36 1,002 1,224 
Cash Flows from Investing Activities: 
Increase in customer deposits ................c.cecececcececaeeseceececs 25 98 57 
Purchase of property and equipment ................0cccccccececeeues (44) (236) (831) 
Increase in cash investments ...............cccccccccececcececececcececes — (1,500) (10,051) 
Net cash used in investing activities .................0cc0ec0ee (19) (1,638) (10,825) 
Cash Flows from Financing Activities: 
Proceeds from issuance of preferred stock...............0ccceceeeeuee — 1,968 — 
Proceeds from issuance of common stock, net ............0..0ce0e00- 10 18 9,678 
Proceeds from (repayment of) notes payable to officers ............ 20 (20) — 
Collection on notes receivable from sale of stock.................... — 2 — 
Net cash provided by financing activities .................... 30 1,968 9,678 
Net increase in cash and cash equivalents ................... 47 1,832 77 
Cash and Cash Equivalents at Beginning of Period.................... — 47 1,379 
Cash and Cash Equivalents at End of Period ...............c0ccc0eeee0. $ 47 $ 1,379 $ 1,456 








The accompanying notes are an integral part of these consolidated financial statements. 
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NETWORK GENERAL CORPORATION 


NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 
March 31, 1989 


(1) OPERATIONS: 


Network General Corporation (“the Company”) designs, markets and supports software-based LAN 
analysis tools for a broad spectrum of physical connection technologies and communications protocols. The 
Company was incorporated in 1986 as a California corporation and changed its state of incorporation to 
Delaware in fiscal 1988. 


See “Risk Factors” included elsewhere in this Prospectus for a discussion of certain factors impacting the 
Company’s operations. 


(2) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES: 
Consolidation 


The consolidated financial statements include the accounts of the Company and its wholly owned subsidi- 
ary, after elimination of intercompany accounts and transactions. 


Revenues 


The Company generally recognizes revenues upon shipment of the systems or software. Revenues on rental 
units are recognized ratably over the term of the rental period. Royalty income is recognized based on the 
number of copies of software sold by the licensees of the software products in the prior month. Revenues on 
software development contracts with certain OEM customers are recognized based on milestones specified in 
the contracts. Total revenues from rental units, royalties and software development contracts approximated 
$36,000, $230,000 and $943,000 for fiscal 1987, 1988, and 1989, respectively. 


One customer accounted for 11% of total fiscal 1987 revenues. No single customer accounted for more than 
10% of revenues for fiscal 1988 or 1989. Export sales, mainly to Europe and Japan, accounted for approximately 
22% and 16% of revenues in fiscal 1988 and 1989, respectively. There were no export sales in fiscal 1987. 
Cash and Cash Equivalents 


For purposes of the consolidated statements of cash flows, the Company considers cash in banks and cash 
investments with a maturity of three months or less to be cash equivalents. Cash investments consist of Treasury 
Bills and certificates of deposit with maturities of greater than three months. 


The Company paid approximately $12,000 and $2,229,000 in income taxes in fiscal 1988 and 1989, 
respectively. (See Note 8). No taxes were paid in fiscal 1987. Amounts paid for interest were insignificant. 


Inventories 


Inventories are stated at the lower of cost (first-in, first-out) or market and include material, labor and 
related manufacturing overhead. Inventories consist of (in thousands): 


March 31, 
1988 1989 
Purchased parts............0cccseseseeeneeeeeeeees $101 $598 
Work-in-process...........ceceeseeeeeeeneeee seen es 122 124 
Finished goods.............:0ceseeeeeeseeeeeeeen es — 12 
$223 $734 


Property and Equipment 


Property and equipment are depreciated using the straight-line method over the following estimated 
useful lives: 


Classification Life 
Demonstration and rental equipment ............ 1-2 years 
Office and development equipment............... 3 years 
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NETWORK GENERAL CORPORATION 


NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued) 
March 31, 1989 


(2) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES: (Continued) 


In general, the Company requires the sales representative or customer to pay a refundable deposit against 
each demonstration or rental unit that is delivered. A certain percentage of rental payments can be applied 
towards the purchase of the unit. 


Software Development Costs 


The Company anticipates capitalizing eligible computer software development costs upon the establish- 
ment of technological feasibility, which the Company has defined as completion of a working model. Through 
March 31, 1988 and 1989, such capitalizable costs were insignificant and, thus, the Company has charged all 
software development costs to expense in the accompanying statements of operations. 


Earnings Per Share 


Earnings per share is computed using the weighted average number of outstanding common shares and 
common equivalent shares resulting from dilutive convertible preferred stock and options outstanding during 
the periods. Fully diluted earnings per share is the same as primary earnings per share. 


(3) ACCRUED LIABILITIES: 
Accrued liabilities consist of the following (in thousands): 


March 31, 
1988 1989 
Accrued compensation and related taxes ..............0ccc0eeeeee $197 $278 
Aeerwed COMMITS aes. ovens vows s nines was eniv's aweye Shoes kaw 228 437 
Other accrued expenses .........6...0..secceeceeceuceeeceuseueesaess 114 152 
$539 $867 


(4) COMMITMENTS: 


The Company leases certain equipment under operating lease agreements with a company that is wholly 
owned by two officers and shareholders of the Company. Payments of approximately $28,000, $107,000 and 
$134,000 were paid to this leasing company in fiscal 1987, 1988 and 1989, respectively. The Company also 
leases its facilities and certain other equipment under operating lease agreements. At March 81, 1989, mini- 
mum future lease payments under these operating leases are as follows (in thousands), 


Fiscal Year 


UIQO) sa'sansae sates ¢ smn o'eeite. qasten sconnds unineme’ emis egaba yh $164 
MOON) 52 einsgis esudeoo ge sioivostnoriboadues epient Stguew eats eoane vuemiea 71 
UE tonttcaacvashize vain aan gaa <beia beet Amb i ameis ees oak 12 
DGS. x scsne 9 ssevs.n tncns 5 bursa 8Gi85 sais sence ered intern aon nt 12 
TIS” 5 ase s takes 1 copa. aise a eeee ss simmin'e ieee pean ones qooown ans 2 

$261 


Total rent expense was approximately $63,000, $127,000 and $285,000 in fiscal 1987, 1988 and 1989, 
respectively. 


(5) CASH BONUS PLAN: 


The Company has established a discretionary cash bonus plan for its officers and its key employees. The 
amounts of the bonus to be awarded are based on the achievement of certain performance goals for the 
Company and the individuals, as approved by the Board of Directors. The Company recorded bonus expense of 
approximately $180,000 and $427,000 in fiscal 1988 and 1989, respectively. 
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NETWORK GENERAL CORPORATION 


NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued) 
March 31, 1989 


(6) EMPLOYEE SAVINGS PLAN: 

In September 1988, the Board of Directors approved an employee savings plan (the “Plan”) which is 
intended to be qualified and exempt from income tax under section 401(k) of the Internal Revenue Code. 
Under the Plan, employees may elect to contribute up to 15% of their gross compensation. The Company 
contributes to the Plan in amounts determined at the discretion of the Board of Directors. All contributions by 
the Company are funded currently and vest ratably over three years. All employee contributions are fully 
vested. Amounts provided by the Company under the Plan to date have not been material. 


(7) COMMON STOCK: 

The Company consummated an initial public offering of its common stock at $8.00 per share in February 
1989. In connection with that offering, all mandatorily redeemable preferred stock outstanding at that time was 
converted into common stock on a share for share basis. 


The Company has established the 1989 Stock Option Plan whereby key employees, employee directors and 
consultants may be granted either incentive or non-qualified options to purchase common stock at the discre- 
tion of the Board of Directors. The exercise price of incentive stock options may not be less than the fair market 
value of the common stock on the date of grant, while the exercise price of non-qualified stock options may not 
be less than 85% of the fair market value of the common stock on the date of grant. Generally, all options vest 
over a three year period. 


The fiscal 1989 option activity is summarized as follows: 


Shares 
Authorized Outstanding Price 
Authorized ............ccccececeeeeeeeueeuueeevaneeens 250,000 = — — 
GrAMtER cosy gang a aieasty's masses noreig earanees + aikive wtuinenle omnes (86,000) 86,000 $8.00 - $10.18 
Balance at March 31, 1989 ..............:00ceee ee 164,000 86,000 $8.00 - $10.18 





No options were exercisable as of March 31, 1989. 


The Company has also established the 1989 Employee Stock Purchase Plan. Under the terms of the plan, 
employees may elect to withhold up to 10% of their compensation for the purchase of common stock. Amounts 
are withheld by the Company during a six-month offering period, and common stock is purchased at the end of 
the offering period at an offering price equal to 85% of the lesser of the fair market value of the shares on the 
first or last day of the offering period. 


The Company has reserved 150,000 common shares for issuance under the plan. The first purchase of 
shares under the plan is scheduled for June 30, 1989. 


In April 1989, the Company established the 1989 Outside Directors Stock Option Plan, whereby outside 
directors may be granted options to purchase common stock. 180,000 shares of common stock were reserved for 
issuance under this plan. All options are nonqualified stock options. Each existing outside director shall be 
granted an option of 30,000 shares on the effective date of the plan. Subsequent outside directors shall be 
granted an option of 30,000 shares upon election to the Board. Each outside director shall be granted an option 
of 5,000 shares each subsequent year on the anniversary date of the effective date or election date. 


The exercise price of the stock option may not be less than the fair market value of the common stock on the 
date of the grant. Generally, all options vest over a three year period. 


F-9 


NETWORK GENERAL CORPORATION 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued) 
March 31, 1989 
(8) INCOME TAXES: 


The Company has elected early implementation of the Statement of Financial Accounting Standards No. 
96 “Accounting for Income Taxes” for fiscal 1988 and 1989. 


The components of the provision for income taxes for fiscal 1988 and 1989 consisted of the following (in 
thousands): 








1988 1989 
Federal — 
GURTENE Payable: + sacs s seman + sats aided eainiods Gaus estesacwaclaamsment $ 594 $1,440 
Deferred tax assets ............ccccccececeeesecuccesueucusaeces (120) (188) 
ATA 1,302 
State — 
Current payalle sisi scans. ennesvecheseogns sass anwenenconneserss 154 405 
628 $1,707 
The sources of deferred tax assets were as follows (in thousands): 
1988 1989 
Reserves and accruals not currently deductible for Federal 
CAX, PUT POSES. ~ scer tain s neeus emacs s yadwet nate 1 suai idenanaands Main $ 51 $ 28 
State taxes, not currently deductible for Federal tax purposes 57 81 
TION sc « aime sinha tii t mistinaemeieds omntce ucintecwanenss winl Xin wenn kcaoed @ Sis 12 29 
$120 $188 


The following is a reconciliation of the effective income tax rate for financial statement purposes to the 
United States statutory Federal income tax rate for fiscal 1988 and 1989: 


1988 1989 
Statutory Federal income tax rate ............0ccccecsecueeeeeeeees 37.0% 34.0% 
State income taxes, net of Federal benefit....................0005 5.9 5.8 
QED OT sacs 5 seaiseves-arrat Veteth xicatisa osoisaie Sei elapse spies vavacusardronnes sistem Sonor al 2 


43.0% 40.0% 
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NETWORK GENERAL CORPORATION 


CONDENSED CONSOLIDATED INTERIM FINANCIAL STATEMENTS 
(Unaudited) 


The Condensed Consolidated Interim Financial Statements of Network General Corporation have been 
prepared by the Company, without audit, pursuant to the rules and regulations of the Securities and Exchange 
Commission. Certain information and footnote disclosures normally included in financial statements prepared 
in accordance with generally accepted accounting principles have been condensed or omitted pursuant to such 
rules and regulations. The Company believes the disclosures included in the Condensed Consolidated Interim 
Financial Statements, when read in conjunction with the Company’s consolidated financial statements as of 
March 31, 1989 and the notes thereto included elsewhere herein, are adequate to make the information 
presented not misleading. 


The Condensed Consolidated Interim Financial Statements reflect, in the opinion of management, all 
adjustments (which include only normal recurring adjustments) necessary to summarize fairly the financial 
position, results of operations and cash flows for such periods. 


The results of operations for the three month period ended June 30, 1989 are not necessarily indicative of 
the results that may be expected for the entire fiscal year ending March 31, 1990. 
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NETWORK GENERAL CORPORATION 


CONDENSED CONSOLIDATED BALANCE SHEETS 


(Dollars in thousands, except per share amounts) 
ASSETS 


Current Assets: 
Cash and cash equivalents ...............00ccccccccceeeeececcceceuceucceuseueseuseuncens 
Cash investments ..............cccccececcececececeeseueuseseecuseusesetenseciteitieresisens 


Prepaid expenses and Ceposits .....0::.cssccsscccscdecesnessccosscececascetascensecaness 
Prepaid taxes and deferred tax assets ...........00..0cccceccececeeueceucesuuceeueeeuecs 


Total current assets........0......ccccccccccuceveuseseesusecsececeusesetencutenseteeenes 


Property and Equipment, at cost: 
Demonstration and rental equipment.................0..0ccccccececuceuceeceeececens 
Office and development equipment.............0....ccccccccceceeeeceueeeuseceveceuecs 
Less — Accumulated depreciation ................ccccccecccecuccuccecescuscascaseasens 


OT PS oe x cnet x wisn scenic icc eins Teen ucpsniernv snléceehcn mises bestia coed tc 


Current Liabilities: 
IRCOMDES RAVADIE 5 oianiss oniess vinonis serene a bays Hume © noes xem a aienn 4 omdad iolend daa d Gaaea-dace 
PRCEN A EAT ssa cee 9 etre dasenn 4 mame ncain busin banca unas doaita a onnan'<coeasvinna Vann 
THCOMIE TAKES PAVADIS cass 5 inns vnudsd cases vixnoa vnnone sonar s vanes ene romenn'svese newen seme 
CUStOMIET CEPOSTES ccs siscns ss ssid + veme ou nnine aswnnie name's sain s Howe verse ¥umay + Gaus veeaaneonnd 


Long-Term Customer Deposits.................seccccseccesccescccscensesaeseaueseanssenes 


Stockholders’ Equity: 

Preferred stock — $.01 par value 

Authorized — 1,907,171 shares 

atstaR Any == MORE, « sai x vons.100484 9 tardsd'c cama a news avraniexnnitaevianaenemne eure veumes 
Common stock — $.01 par value 

Authorized — 10,000,000 shares 

Outstanding — 6,199,829 shares............cccccccccececcucececcuceceucuccecececeees 
Additional paid-in capital .............000...cccccccccceeeeecesceceveceesureeecsesuueeecs 
FSCHINGG CTI GE « srena s vase + 4 Sanson + Susie + binhiv «toni a eho x sao nua uetsacs yoann ¥ etal ce 


June 30, 
1989 
(Unaudited) 


$ 4,993 
8,747 
2,827 

690 
88 
252 


17,597 


























62 
11,637 
4,474 


16,173 
$18,624 





March 31, 
1989 





$ 1,456 
11,551 
2,127 
734 

70 

252 


16,190 





782 
236 
(265) 


753 











$16,959 











62 
11,637 
_ 3371 


15,070 
$16,959 





The accompanying notes are an integral part of these condensed consolidated balance sheets. 
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NETWORK GENERAL CORPORATION 
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS 


(Dollars in thousands, except per share amounts) 


(Unaudited) 
Three Months Ended 
June 30, 
1988 1989 
RE Ven UESike soso diay. aoe Fades a Hams Heawn + Hina denn a deNas coaodalmmmeomubainan Tene Vamte $ 2,582 $ 5,490 
Gast of REVeni6S ese: sien cane somiea goress duets a neem EaeneG Tee Sie Stews a Deans Seine g otneee sincere 549 1,486 
CSE 68 APOE cave anne cries rrouneynnnia'e Kana viata 1 abe s WRN K Oana CONIA Sp emMEN eKERS (ewe 2,033 4,054 
Operating Expenses: 

Marketing and salesivn, «sss «ses wees sccane 5 ey a geosies won coon exinsing «ona evans wftin 733 1,731 
Research and development... iiss sivas cxees «snes panes camy s enns cease cae seas cane 175 347 
General and administrative .............ccccccceee esse eee ene snes eee ents nee ene ene e nats 202 406 
1,110 2,484 
Trroomes: from operations «cin senas venene sonny caues' somes somes «cuacexs mennieisamie.s one 923 1,570 
Interest Income, net .........00:.cssscenceensenssoueeecseessaeveoweesneenssenseetonaeees 36 268 
Income before provision for income tax€S............:sceeeeeeeee nett eee eee es 959 1,838 
Provision for Income TaxeS ........ccccc cece cece sees eset enna senate eneeenee ener eee e ea 883 735 
INGE THGONIE ss cose: «aun cinasuse'e wees ota FARR Aen GA BENE ERE srs Faas HO Caan $ 576 $ 1,103 
Earnings Per Share............ccsscccssccsserasescnseseneeusesueescusneeeseseonseeenenens $.12 $.18 


Weighted Average Common and Common Equivalent Shares Outstanding... _ 4,847,000 6,249,000 


The accompanying notes are an integral part of these condensed consolidated interim financial statements. 
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NETWORK GENERAL CORPORATION 


CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS 
(In thousands) 





(Unaudited) 
Three Months Ended 
June 30, 
“1988 ——~—«21989 
Cash Flows from Operating Activities: 
INGE TM COTI Yo siesscssea sion c.sssera's een enetee 4 aozels  scgurhh Sapea aeRRNES SaTIE Admins bisdlarcauieee cecsu’s « basudwnteed $ 576 $1,108 
Adjustments to reconcile net income to net cash provided by operating activities— 
Depreciation and amortization ...............00.0ccccccccuccuceeceeeuceeeuceuceusueceueens 78 136 
Provision for doubtful accounts. .............00..0cccccccccceseeeceseeeueeeeceeueceueeeees 28 — 
(Increase) decrease in assets— 
Accounts receivable ...............ccccccccccececeeceeeceecuceceusuceveusiesesucereuvenentes (656) (700) 
TAVETORIES) sans «cassia susie vans « tasne.s mnie a vassion varnne-ecirnins Sareea sqant  barmee yeaa d euamees deate der (70) 45 
Prepaid expense and deposits .................cccccceceueceeceucceeceuceeuceuccereeueces (20) (18) 
Prepaid taxes and deferred tax assets ..........0..00ccccececucecueceesessuseceueeeueeees 6 —_— 
COEICE SS ssi a neato eee 9 atte ils bsteck «bade os ymsnd deci 500d dtm ceed wan cio — (3) 
Increase (decrease) in liabilities— 
Accounts payable and accrued liabilities ..............00...0cccecccceccececeeueeeveeees 194 76 
RUDE CES TTT esc crane s'scrin a9 ewe} wane 2 wed PWEnNd Saha denn bslaesn atneurectnaacnd nao (404) 480 
Net cash provided by (used in) operating activities ...............6cccccccceeeseee 278) 1,119 
Cash Flows from Investing Activities: 
Proceeds from customer deposits...............ccccccccueecececeeveeecesuvereeeseeeuveeeeeees 37 5 
Purchase of property and equipment ..............0...cccccccceccecuececeuseccecuceceeueeecs (100) (391) 
(Increase) decrease in cash investments ...........0...cccccceccecceeccceuscceuecceecceececees (500) 2,804 
Net cash provided by (used in) investing activities .............00.ccccccccceseeese 563) 2,418 
Cash Flows from Financing Activities: _ _ 
Net increase (decrease) in cash and cash equivalents ...............0ec0cccceceuee (841) 8,537 
Cash and Cash Equivalents at Beginning of Period................cc0cccccceceececeecceseeees 1,379 1,456 
Cash and Cash Equivalents at End of Period ...........0ccccccccccccecccuccccccecccetcceeees $ 538 $4,993 


The accompanying notes are an integral part of these condensed consolidated interim financial statements. 


F-14 


NETWORK GENERAL CORPORATION 
NOTES TO CONDENSED CONSOLIDATED INTERIM FINANCIAL STATEMENTS 
June 30, 1989 


A. INVENTORIES 
Inventories as of June 30, 1989 consist of the following (in thousands): 


Purchased materials ................:s0eeeeeeeee eee ens $568 
Works Process 25 siren s xemsae nines nase aistanien vectors dnmeaiine 84 
Finished :g00dS isi se0ss casas scans cose coving vaamenaers sis 38 

TOtal wisncssvinda dein dae ousaiien ganee cues OMAR $690 


B. EARNINGS PER SHARE 

Earnings per share is computed using the weighted average number of outstanding common shares and 
common equivalent shares resulting from dilutive convertible preferred stock and options outstanding during 
the periods. Fully diluted earnings per share is the same as primary earnings per share. 


C. STOCK AWARD PLAN 


In June 1989, the Board of Directors approved the 1989 Common Stock Award Plan and reserved 60,000 
shares for issuance thereunder. Stock awards will be made to independent sales representatives and consultants 
based upon individual sales performance criteria. The shares will generally vest over three years and the 
Company can reacquire any unvested shares upon termination of the individual's relationship with the 
Company. As of June 30, 1989, no stock has been issued under this plan. 


D. CASH AND CASH EQUIVALENTS 


For purposes of the statements of cash flows, the Company includes cash in banks and cash investments 
with a maturity of three months or less to be cash equivalents. Cash investments consist of Treasury Bills and 
certificates of deposit with maturities of greater than three months. 


The Company paid approximately $880,000 and $255,000 in income taxes in the first quarter ended 
June 30, 1988 and 1989, respectively. 
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